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Corporate Protile

Cornerstone Realty Income Trust, Inc. is a fully integrated, self-managed and
self-advised real estate company that has operated as a real estate investment
trust (REIT) since 1993. Headquartered in Richmond, Virginia, we focus on the
ownership and management of apartment communities in select markets in
Virginia, North Carolina, South Carolina, Georgia and Texas. Currently we own
89 apartment communities (23,287 apartment homes), a third-party property
management business, apartment land under development, and ownership
interests in two real estate joint ventures. We employ approximately 600 people
at our apartment communities, regional offices and corporate headquarters.
Since 1997 our common shares have traded on the New York Stock Exchange
under the symbol TCR.

We are one of the leading multifamily REITs in the South. We distinguish ourselves
by building quality relationships, exceeding expectations, and rewarding people
through a culture that promotes integrity, respect, and loyalty.

Dallas/Fort Worth 26 6,776 29
Charlotte 12 3,127 14
Raleigh/Durham 10 2,428 10
Atlanta 6 1,841 8
Richmond 6 1,696 7
Charleston (SC) 6 1,544 7
Savannah 5 1,078 5
Norfolk/Virginia Beach 4 910 4
Asheville 2 558 2
Winston-Salem 2 530 2
Austin 2 429 2
Charlottesville 1 425 2
Columbia (SC) 2 419 2
Wilmington 1 330 2
Greensboro 1 360 1
Myrtle Beach 1 288 1
Fredericksburg 1 258 1
San Antonio 1 230 1
TOTAL 89 23,287 100%



Financial Highlights

Operating Results

(in thousands, except per share data) 2003 2002 2001
Rental and property income $ 171,652 $ 159,866 $ 149,713
Net income (loss) (7,298) 220 17,990
Funds from operations®@ 43,509 46,205 57,089
Funds from operations per share - converted 0.80 0.92 1.20
Distributions to preferred shareholders 303 303 7,698
Net loss available to common shareholders (7,601) (83) (17,200)
Distributions to common shareholders 45,316 53,482 45,905
Balance Sheet and Other Data

(In thousands, except apartment homes owned) 2003 2002 2001
Investment in rental property-gross $1,307,420 $1,158,827 $1,070,867
Total assets $1,124,442 $1,014,847 $ 980,691
Shareholders’ equity $ 286,005 $ 287,074 $ 333,834
Common shares outstanding 55,534 48,361 47,665
Number of apartment homes 23,189 21,618 20,686

a) Funds from operations (FFO) is the generally accepted measure of operating performance for a Real Estate Investment Trust (REIT). FFO is defined
as net income (computed in accordance with generally accepted accounting principles) excluding gains (and losses) from sales of depreciable property,
before minority interest of unit holders in operating partnerships, plus depreciation. This definition conforms with the National Association of Real
Estate Investment Trust (NAREIT) definition issued in October 1999 which was effective beginning January 1, 2000. The company considers FFO
in evaluating property acquisitions and its operating performance and believes that FFO should be considered along with, but not as an alternative to,
net income and cash flows as @ measure of the company's activities in accordance with generally accepted accounting principles, but should not be
considered to be necessarily indicative of cash available to fund cash needs. A reconciliation of net income to FFO is included in the Selected Financial
Data section (Item 6) in the company’s Annual Report on Form 10-K.

Forward-Looking Statements
Certain statements contained herein constitute “forward-looking statements” within the meaning of the Securities Act
of 1933 and the Securities Exchange Act of 1934. Such forward-looking statements involve known and unknown risks,
~ uncertainties and other factors that may cause the actual results, performance or achievements of the company to be
materially different from results expressed or implied by such forward-looking statements. Such factors include, among
other things, risks associated with unanticipated adverse business developments affecting the company, adverse changes
in the real estate markets, and local as well as general economic and competitive factors. There is no assurance that
planned events or results will be achieved. In addition, the timing and amounts of distributions to common shareholders
are within the discretion of Cornerstone’s board of directors. The company on a regular basis considers what level of
distributions to common shareholders is appropriate.




Letter To Shareholders

Dear Fellow Shareholders:

Although the values of our apartment communities remain high, as expected Cornerstone and other apartment
owners operating primarily in Southern markets experienced another challenging year in 2003. For the

past two years, Cornerstone’s occupancies have softened as a result of slow job growth, new apartment
completions, and low mortgage rates allowing for easier home ownership by apartment residents.

These factors combined to keep our physical occupancy at 92% as it was in 2002, but our average
rental rate dropped slightly from the prior year as a result of the competitive climate in our major markets.
In addition, we experienced increases in expenses, particularly property taxes, insurance and utilities.

This resulted in a decrease in our 2003 Funds from Operations (FFO) to $0.80 per common share
from $0.92 per share in 2002. Qur annual revenues, however, increased in 2003, largely as a result of
our being a larger company following the successful merger of Merry Land Properties, Inc. into Cornerstone
in late May of last year. The addition of the Merry Land assets, primarily nine apartment communities with
nearly 2,000 apartments in Savannah and Charleston, has been accretive 1o earnings above the level we
originally estimated.

We also are beginning to grow another asset acquired in the Merry Land merger, a third-party property
management business, which managed six properties with 1,684 units at the time of the merger. Already
we have added three more communities and currently manage nearly 2,300 apartment homes, a 36%
increase since we acquired the business in May of last year. We are committed to continuing to grow this
business steadily throughout the next several years, and we believe our divisional and regional operating
structure provides us with the opportunity to run this business with very attractive operating margins.

Development Opportunities
The Merry Land merger also is providing us with the opportunity to further upgrade our portfolio of assets
during the next several months. Through the merger, we acquired two parcels of undeveloped apartment
land and ownership interests in two joint ventures, one of which is 35% ownership of Merritt at Godley
Station in Savannah. This is a 312-unit luxury apartment community currently being built by a real estate
development company headed by former Merry Land Properties executives. The clubhouse and first apart-
ment building will be completed this summer.

The same real estate development company is assisting us in the development of the two land parcels,
one in Savannah and the other in Charleston, acquired through the merger. These parcels will be developed
into luxury apartment communities similar to very successful Class A communities we currently own in those
markets. Under development in Savannah is a 111-unit Phase |l of our Merritt at Whitemarsh community,
a new luxury community currently with 241 apartment homes. The first Phase Il apartment building is
scheduled to be in operation in late summer or early fall. Under development in Charleston is Merritt at
Central Park with 230 luxury apartment homes planned. The development is similar to our successful
Merritt at James Island in Charleston, a new 230-unit apartment community.



In addition to development associated with the Merry Land merger, we are adding 138 apartment
homes to our Autumn Park Apartments in Greensboro, North Carolina. Autumn Park is a successful luxury
community currently with 264 units. We also own a 25% interest in a joint venture that is developing 264
luxury apartment homes in a prestigious mixed-use development, called The Reserve at Mayfaire, in
Wilmington, North Carolina. It is one of the largest mixed-use developments on the East Coast currently
under construction.

2003 Accomplishments

Despite the softness in our major markets throughout the
year, we accomplished a great deal in 2003, and we believe
these accomplishments will lead to an enhancement of
revenues and earnings if our markets strengthen as we
expect in late 2004 and 2005.

We completed a major $150-million refinancing program,
which provides us with greater financial flexibility and
reduced interest rates. Most of the net proceeds have
been used to pay the outstanding balance on an $85-million,
unsecured credit facility, to repay $23.3 million in mort-
gages, and to fund much of our capital expenditure
program for 2003, which totaled $17 million. During the
year we also disposed of two of our older assets, one

in Dallas and the other in Greenviile, North Carolina,
for approximately $16 million. As part of a selective
disposition program, we are continuing to investigate

Glade M. Knight

. " Chairman and Chief
the sale of additional older communities. Executive Officer

Our property operations management and staff have much to be proud of
despite a very difficult operating environment over the past two years. In that time we have strengthened
every aspect of our operations, primarily through the evolution of a culture that is centered around providing
exceptional service at all times to our valued residents, a significant enhancement of our training and
continuing education efforts, a major computer and communications upgrade at each of our apartment
communities, and a concerted effort to find and retain the most talented, experienced and committed
management teams at the site and regional levels.

In addition, we currently are in the midst of converting our corporate-based accounting system to a
new Internet-based system designed to improve efficiency and accuracy of financial reporting, enhance
budgeting and forecasting, and increase productivity for all associates at our corporate headquarters and
in the field. We expect to have our new system in place by midyear.




Management and Board
Last year we also significantly strengthened our management team, with the promotions of Jay Olander to
president, David Carneal to executive vice president and co-chief operating officer, and Gus Remppies to
executive vice president and chief investment officer. As many of you know, Jay has been instrumental in
Cornerstone’s successful growth since our founding in 1993, and we are fortunate to have someone of his
caliber in this important leadership position. Both David and Gus have served in various senior positions
with Cornerstone for a number of years, and they have demonstrated superb operating, management and
leadership skills over that time.

We also welcomed two new members to our board of directors last year: W. Tennent Houston and
Robert A. “Ted” Gary, IV. Tennent is managing member of Merry Land Properties, LLC and the former chairman
and chief executive officer of Merry Land Properties, Inc., which merged with Cornerstone last year. He
has a long and successful track record in apartment ownership and management, and he is one of the
premier developers of luxury apartment communities in the Southeast.

Ted Gary is a CPA with more than 26 years of experience in public accounting and finance, and he
serves as a founding principal of a major regional accounting firm. His status as an independent member
of our board, and as chairman of our audit committee, represents our continuing commitment to excellence
in corporate governance.

Over the past year, your company has been diligently and successfully working to further enhance
our corporate governance function and to fully comply with corporate governance rules and regulations of
the Sarbanes-Oxley Act of 2002, the U.S. Securities and Exchange Commission, and the New York Stock
Exchange. We believe it is important for Cornerstone and other public companies to embrace the corporate
governance requirements placed upon us in order to retain and enhance the trust of the investing public in
publicly held companies.

Outlook
Your board, management and all associates of Cornerstone are proud of what we have accomplished during
this downturn in our industry, and we are looking forward to leveraging these accomplishments into improved
revenues and earnings as our major markets strengthen. We have been successfully upgrading our portfolio
of assets, enhancing every phase of our operations, maintaining our financial flexibility, adding depth to
our board and management, and strategically growing the company, which now has a total market capital-
ization of $1.3 billion.

We expect to face another challenging year in 2004 as we have the past two years. Our goal is to
continue to enhance the value of your investment in this company, and all of us are working diligently to
accomplish that objective.

On behalf of the board, management and associates of Cornerstone, | once again thank you for your
loyalty to and investment in our company.

Sincerely,

iyl

Glade M. Knight

Chairman and Chief Executive Officer
March 4, 2004
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PARTI

Introduction

This Annual Report contains forward-looking statements within the meaning of Section 27A of the
Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended. Such
forward-looking statements include, without limitation, statements concerning anticipated improvements in
financial operations from completed and planned property renovations. Such statements involve known and
unknown risks, uncertainties and other factors which may cause the actual results, performance or achievements
of the company to be materially different from the results of operations or plans expressed or implied by such
forward-looking statements. Such factors include, among other things, unanticipated adverse business
developments affecting the company or the apartment communities, as the case may be, adverse changes in the
real estate markets and géneral and local economies and business conditions. Although the company believes that
the assumptions underlying the forward-looking statements contained herein are reasonable, any of the
assumptions could be inaccurate, and therefore there can be no assurance that such statements included in this
annual report will prove to be accurate. In light of the significant uncertainties inherent in the forward-looking
statements included herein, the inclusion of such information should not be regarded as a representation by the
company or any other person that the results or conditions described in such statements or the objectives and
plans of the company will be achieved. In addition, the company’s continued qualification as a real estate
investment trust involves the application of highly technical and complex provisions of the Internal Revenue
Code. Readers should carefully review the company’s financial statements and the notes thereto in this regard.

Item 1.  Business
General

Cornerstone Realty Income Trust, Inc. (together with its subsidiaries, referred to below as the “company” or
as “we,” “us” or “our”) is a self-administered real estate investment trust, or REIT, that is headquartered in
Richmond, Virginia, and that owns, acquires, develops and manages apartment communities located in the
United States. The company is a Virginia corporation formed in August 1989. Initial capitalization occurred on
August 18, 1992. Operations of rental properties commenced on June 1, 1993. As of December 31, 2003, the
company owned 89 apartment communities, which comprised a total of 23,189 apartment homes. The company’s
apartment communities are located in Georgia, North Carolina, South Carolina, Texas and Virginia. The
company’s apartment communities are described in Item 2 of this report, which is hereby incorporated herein by

reference.

At December 31, 2003, the company had three divisions (Northern, Southern and Texas). The Northern
division has 20 communities, the Southern division has 40 communities, and the Texas division has 29
communities. As of December 31, 2003, the company had approximately 602 employees, including specialists in
acquisition, management, marketing, leasing, development, accounting and information systems.

Operations Management and Segments

A site manager is in charge of each of the company’s apartment communities. These site managers report to
a regional director who in turn reports to a divisional manager. The company’s three divisional managers report
to the company’s Co-Chief Operating Officers who in turn report to the company’s President, whom the
company considers to be its Chief Operating Decision Maker (“CODM”). The CODM separately evaluates each
apartment community’s operating results and budgets on a monthly basis with the respective site manager,
regional director and divisional manager. As a result of these meetings, changes in marketing strategy, capital
allocation and other operating decisions are made. While each site manager, regional director and divisional
manager is empowered to make day to day decisions, the CODM ultimately determines the allocation of
resources for each individual apartment community through the company’s budgeting process, which is
developed on an annual basis and updated each month as needed.
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The company believes that each apartment community should be viewed as a separate operating segment
and that the segments have similar economic characteristics, facilities, services and tenants. Furthermore, the
company believes that its apartment communities contain similar economic characteristics and achieve similar
long-term financial performance.

Product Type—All of the company’s real estate is apartment communities. Over 97% of the communities
are garden style apartments located in suburban settings.

Type of Customer—The average income of the company’s tenants is within 85%-110% of the average
income for the standard metropolitan area in which the community is located.

Lease Term—All of the company’s apartment communities lease to their tenants under comparable lease
terms, which range from month-to-month to 12-month leases.

No one apartment community contributes 10% or more of the company’s revenues, profits or assets.
Accordingly, the company believes aggregation of its apartment communities into one reporting segment is
appropriate.

Objective
The company’s objective is to increase distributable cash flow and common share vaiue by:

* increasing rental rates, maintaining high economic occupancy rates, reducing tenant turnover, making
value-enhancing and income-producing capital improvements, and controlling operating costs and
capital expenditures at the apartment communities;

*acquiring additional apartment communities at attractive prices that provide the opportunity to improve
operating performance through the application of the company’s management, marketing, and
renovation programs.

Growth through Management and Leasing Efforts

The company uses property operating income (rental income less property operating expenses as defined
below) as a measure to evaluate each apartment community’s performance, but property operating income should
not be deemed to be an alternative to net income, as determined in accordance with generally accepted
accounting principles. In addition, the company’s calculation of property operating income may not be
comparable to similarly entitled measures reported by other companies. The company maintains an intense focus
on the operations of its apartment communities to generate consistent, sustained growth in property operating
income, which it believes is the key to growing cash available for distribution to shareholders and increasing
shareholder value. The company believes that successful implementation of this strategy will allow it to continue
to increase its property operating income from its apartment portfolio. Through renovation and enhanced
property management of the apartment communities, the company strives to increase cash flows, thereby adding
value to the underlying real estate.

The company seeks to increase property operating income through active property management, which
includes attempting to keep rental rates at or above market levels, maintaining high economic occupancy through
tenant retention, creating a property identity, effectively marketing each apartment community, and controlling
property operating expenses at the property level. Property operating expenses include the following expense
categories: property and maintenance, taxes and insurance and property management. These categories primarily
consist of property taxes and insurance, repairs and maintenance, utilities, payroll costs and advertising and
marketing. '

Management believes that tenant retention is critical to generating property operating income growth. .
Tenant retention maintains or increases economic occupancy and minimizes the costs associated with preparing

apartments for new occupants. The company employs one person at each apartment community who has a
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primary focus on tenant retention. The tenant retention specialist’s objective is to make tenants feel at home in
the community through personal attention, which includes organizing social functions and activities as well as
responding promptly to any tenant problems that may arise in conjunction with the apartment or community. The
company’s philosophy is to market its apartment communities continually to existing tenants in order to achieve
a low tumover rate. The company’s turnover rate was 71% for 2003 and 2002. The company believes that the
turnover rate of its apartment communities is in line with the average turnover rate for comparable apartment
communities.

Purchase discounts are sought at both the corporate level and locally in those areas where the company has a
significant presence. All major contracts for goods and services are re-bid annually to ensure competitive pricing.
The company has a preventive maintenance program and the ability to perform work using in-house personnel,
which helps the company’s efforts to reduce property operating expenses at the apartment communities. For
example, the maintenance manager at each property is qualified to perform HVAC and plumbing work which
otherwise would be contracted outside the company. In addition, the company passes through expenses to tenants
by sub-metering of utilities as permitted by local and state regulations.

Growth through Acquisitions, Renovations and Expansion

The company also seeks to generate growth in property operating income through acquisitions by: (a)
acquiring under-performing assets at less than replacement cost; (b) correcting operational problems; (¢) making
selected renovations; (d) increasing economic occupancy; (e) raising rental rates; (f) implementing cost controls;
and (g) providing enhanced property and centralized management. In markets that it targets for acquisition
opportunities, the company attempts to gain a significant local presence in order to achieve operating
efficiencies. In analyzing acquisition opportunities, the company considers acquisitions of property portfolios as
well as individual properties.

The company analyzes specific criteria in connection with a proposed acquisition. These criteria include: (a)
the market in which a property is located and whether it has a diversified economy, stable employment base and
increasing average household income; (b) the property’s current and projected cash flow and expected ability to
increase property operating income; (c) the condition and design of the property and whether the property can
benefit from renovations; (d) historical and projected occupancy rates; (e) the geographic location in light of the
company’s diversification objectives; and (f) the purchase price of the property as it relates to the cost of new
construction.

If sufficient tenant demand exists and suitable land is available, the company may construct additional
apartment homes on land adjacent to certain apartment communities. The company believes that its successful
experience with large-scale property renovation will also permit strategic and cost-effective property expansion.
It is the company’s policy either to construct additional apartment homes itself or acquire additional apartment
homes on a turn-key basis from a third party contractor.

Acquisition of Merry Land Properties, Inc.

On May 28, 2003, the company completed the acquisition of Merry Land Properties, Inc. (“Merry Land™),
which owned nine apartment communities in South Carolina and Georgia containing 1,966 apartment homes,
interests in two real estate joint ventures, two parcels of undeveloped land that the company plans to develop into
additional apartment homes, and a third party property management business. The acquisition was structured as a
merger of Merry Land into a wholly owned qualified REIT subsidiary of the company. The merger qualified as a
tax-free reorganization and was accounted for under the purchase method of accounting. The company used
various valuation methods to allocate the purchase price between land, buildings and improvements, equipment,
identified intangible assets of in-place leases and debt assumed. The purchase price was $159.1 million, which
includes the issuance of equity, assumption of debt and the fair value adjustment to debt, and direct costs of the
acquisition. Under the terms of the merger agreement, each Merry Land shareholder received 1.818 of the
company’s common shares and 0.220 of the company’s Series B convertible preferred shares. A total of 5.0
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million common shares and 0.6 million of the company’s Series B convertible preferred shares were issued as a
result of the merger. The Series B convertible preferred shares met the conversion conditions and were converted
to common shares on October 1, 2003. In addition, the company assumed approximately $90.6 million of Merry
Land’s debt with a fair value of $110.5 million at the date of assumption. No goodwill was recorded as a result of
this transaction.

Development

The company has three development projects in progress, two of which were assumed with the Merry Land
merger mentioned above. All development prbjects and related carrying costs are capitalized. The costs of
development projects include interest, real estate taxes, insurance and certain internal development and related
overhead costs directly related to the apartment community under development. Interest is capitalized to
development projects based upon the weighted average cumulative project costs for each period multiplied by the
company’s borrowing costs on its line of credit, expressed as a percentage. The internal development and related
overhead costs are capitalized to the development projects based upon the effort identifiable with such projects.
Prior to the commencement of leasing activities, interest and other construction costs are capitalized and reflected
on the balance sheet as real estate under development. The company ceases the capitalization of such costs as the
apartment homes become substantially complete and available for occupancy.

Disposition of Investments

During the first quarter of 2003, the company closed on the sale of two apartment communities containing a
total of 395 apartment homes for a total of $15.9 million and recognized a gain of $1.9 million. As a result of the
sales, the company’s financial statements have been prepared with these two apartment communities’ results of
operations and the gain from sale isolated and shown as “discontinued operations.” Ail historical statements
presented have been restated to conform to this presentation in accordance with Statement of Financial
Accounting Standards No. 144.

Third Party Property Management

In conjunction with the Merry Land merger, the company acquired a third party property management
business which included six apartment communities. As of December 31, 2003, the company managed seven
apartment communities with 1,828 apartment homes. For the year ended December 31, 2003, the company
recognized $0.3 million in third party property management income.

Operating Partnership

Effective October 1, 2001, State Street, LLC and State Street I, LLC, each a North Carolina limited liability
company (collectively, the “Limited Partners”), and the company, as the sole general partner, formed
Cornerstone NC Operating Limited Partnership, a Virginia limited partnership (the “Limited Partnership”). The
company has approximately an 84% interest in the Limited Partnership. The Limited Partners are minority
limited partners and are not otherwise related to the company. The Limited Partners contributed and agreed to
contribute property to the Limited Partnership in exchange for preferred and non-preferred operating partnership
units. Beginning October 1, 2002, the Limited Partners became able to elect to redeem a portion of the preferred
operating partnership units. Upon election, the company, at its option, will convert the preferred operating
partnership units into either common shares of the company on a one-for-one basis or cash in an amount per unit
equal to the closing price of a common share of the company on the exercise date (or other specified price if
there is no closing price on that date), subject to anti-dilution adjustments.

During the first quarter of 2003, a total of 887,125 preferred operating partnership units were converted into
common shares on a one-to-one basis. During 2003, the remaining 319,715 non-preferred operating partnership
units converted into preferred operating partnership units once certain lease-up and stabilization criteria were
met. As of December 31, 2003, there were 1,807,145 preferred operating partnership units eligible for conversion
into common shares on a one-for-one basis or cash, at the company’s option.
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Financing Policy

The company’s objective is to seek capital as needed at the lowest possible cost. In addition to obtaining
capital from future sales of common shares, the company may obtain capital from lines of credit or other secured
or unsecured borrowings. '

The following is a summary of the company’s financing activities for the year ended December 31, 2003:

Entered into a $50 million secured variable rate financing. The note bears interest at LIBOR plus 125
basis points (2.37% at December 31, 2003). The maturity date is July 9, 2005 with three one-year
extension options. The note requires payments of interest only and is secured by five apartment
communities. The note is prepayable after one year without penalty.

Entered into $38.5 million in secured financing which is represented by four promissory notes. The
notes bear interest at the Discount Mortgage Backed Security index plus 82 basis points (1.94% at
December 31, 2003), and the maturity date is August 1, 2008. These notes require payments of interest
only and are secured by four apartment communities. The notes are prepayable after one year with 1%

. penalty.

Entered into a $13.3 million financing secured by one apartment community. The note bears interest at
the Discount Mortgage Backed Security index plus 82 basis points (1.94% at December 31, 2003), and
the maturity date is September 1, 2008. The note requires payment of interest only. The note is
prepayable after one year with 1% penalty.

Entered into a $50 million secured credit facility. The secured credit facility is divided into two loans, a
$40 million revolving credit facility and a $10 million “swingline” credit facility. The secured lines of
credit bears interest at LIBOR plus 1.575% and the maturity date is May 30, 2005. The secured lines of
credit requires quarterly payments of interest only and is secured by seven apartment communities. The
company is obligated to pay lenders a quarterly commitment fee equal to .25% per annum of the unused
portion of the credit facility. At December 31, 2003, the outstanding balance was $12.5 million on the
credit facility and $1.1 million was outstanding on the “swingline” credit facility.

Repaid and terminated the $85 million unsecured line of credit using proceeds from the above
financings. -

Repaid $23.3 million in variable and fixed rate mortgage notes using proceeds from the above
financings. '

In connection with the Merry Land merger, the company assumed nine fixed or variable rate mortgage
notes with an aggregate principal amount of $90.6 million. These mortgages were recorded at a fair
value of $110.5 million at the date of assumption. The difference between the fair value and the
principal amount is being amortized as an adjustment to interest expense over the term of the respective
notes. The mortgage notes bear a weighted interest rate of 7.4% per annum and an effective weighted
average interest rate of 3.2%, including the effect of the fair value adjustment. The fixed rate mortgage
notes are payable in monthly installments, including principal and interest. The variable rate mortgage
note requires payments of interest only. Prepayment penalties apply for early retirements on the fixed
rate mortgage notes. Scheduled maturities are at various dates through September 2011 and one
mortgage note matures November 2041.

Paid scheduled debt maturities in the amount of $4.2 million.

Tax Matters

The company is operated as, and annually elects to be taxed as, a real estate investment trust under the
Internal Revenue Code of 1986, as amended (the “Code”). Generally, a real estate investment trust that complies
with the provisions of the Code and distributes at least 90% of its taxable income to its shareholders does not pay
federal income taxes on its distributed income. Accordingly, no provision has been made for federal income
taxes. The company is subject to various state, local, excise and franchise taxes.
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The company created a C-corporation which elected the taxable REIT subsidiary (“TRS”) status for
financing purposes for one apartment community. The TRS is subject to federal, state and local income taxes.
For the year ended December 31, 2003, the impact of this TRS’s income taxes anq related tax attributes were not
material to the accompanying consolidated financial statements.

Competitive Conditions

In most of our markets, competition for new tenants is intense, especially due to the low mortgage interest
rates which make owning homes more affordable. Some competing apartment communities offer features that
our apartment communities do not have. Some competing apartment communities may use concessions or lower
rents to obtain competitive advantages. Also, some competing apartment communities are larger or newer than
our apartment communities.

Environmental Matters

[n connection with each of its property acquisitions, the company typically obtains a Phase [ Environmental
Report, and such additional environmental reports and surveys as are necessitated by such preliminary report.
Based on such reports, the company is not aware of any environmental situations requiring remediation at its
apartment communities which have not been or are not currently being remediated as necessary.

Additional Information on Policies With Respect to Investments and Certain Other Activities

This section sets forth certain additional information on the general policies of the company with respect to
investments and various other activities. In general, the company’s board of directors may establish and change
investment and other related policies without any shareholder approval. The provisions of the Internal Revenue
Code applicable to real estate investment trusts impose various restrictions on the nature of the investments and
activities of the company, and it is the company’s intention at all times fully to comply with these REIT tax
requirements.

The company currently intends to invest solely in residential apartment communities and assets related to
such communities or otherwise related to the management and operation of such properties. The company is
permitted to invest in other types of real estate, but has no present intention to do so. The company’s
geographical focus is in the areas described above. The company may elect to acquire properties in other regions
if that action is deemed consistent with the company’s business objectives.

The company seeks to acquire properties with a view to both current income and possible capital
appreciation. The company seeks to diversify its investment capital among numerous properties so as to avoid
the allocation of any significant percentage of total investment to any single property or group of related
properties.

The company has no specific limit on the amount of secured or unsecured debt it may incur. As indicated,
the company will seek capital as needed at the lowest possible cost, but also has a policy of maintaining debt at a
prudent level in relation to total company capitalization and debt service requirements in relation to its income.

As discussed above, the company may directly, or through wholly-owned subsidiaries, own its properties or
may, in appropriate cases, acquire additional interests in joint ventures that own properties. The company’s
predominant method of financing acquisitions is with cash, which it may obtain through borrowings, sales of its
securities, dispositions of other properties, or through other means. However, in suitable situations, the company
may use as consideration for property acquisitions its own securities (such as operating partnership units of
entities it forms, or its own common or preferred shares).

The company may invest its cash reserves in various types of short-term liquid investments, such as money
market funds, prime commercial paper, certificates of deposit or U.S. government securities. The company
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expects that this temporary investment of cash reserves will be limited to providing a return on cash held for
other company purposes, such as property acquisitions and renovations, and does not reflect any intention to
engage in the business of investing or trading in securities. The company does not currently intend to invest in
real estate mortgages.

The company, acting through its board of directors, is authorized to issue both common shares and preferred
shares. In general, both common shares and preferred shares may be issued for such consideration as may be
determined by the board of directors without any need for authorization by holders of the common shares. The
preferred shares can be issued in one or more series having varying voting rights, redemption and conversion
features, distribution rights, preferences, and such other rights, including rights of approval of specified
transactions, as may be determined by the board of directors.

As discussed above, in analyzing acquisition opportunities, the company considers acquisitions of property
portfolios as well as acquisitions of individual properties. When appropriate, the company will consider the
acquisition (by merger, share exchange or similar transaction) of other companies which own properties that are
consistent with the company’s investment objectives. As appropriate, the company may also seek to provide
additional property management services to properties owned by third parties and to receive property
management fees for those services, subject to the REIT provisions of the Internal Revenue Code.

The company has no present intention of making loans to other persons or underwriting the securities of
other companies.

The company has in the past repurchased its common shares in open-market transactions. The company
currently has such a common share repurchase program in place and may, in the future, engage in the repurchase
of its shares in open-market or other transactions if the company deems such repurchase prudent and consistent
with the overall operational objectives of the company.

The company provides additional information on its policies with respect to investments and related
activities in both annual and quarterly reports to its security holders, which also include financial statements of
the company (and its consolidated subsidiaries) for the relevant periods.

Internet Website

The address of the company’s Internet website 18 www.cornerstonereit.com. The company makes available
free of charge on or through its Internet website its annual report on Form 10-K, quarterly reports on From 10-Q,
current reports on Form 8-K, and amendments to those reports filed or furnished pursuant to section 13(a) or
15(d) of the Exchange Act as soon as reasonably practicable after the company electronically files such material
with, or furnishes such material to, the SEC.

Item 2.  Properties

As of December 31, 2003, the company owned 89 apartment communities, which comprised a total of
23,189 apartment homes. Those apartment communities were located in Georgia (11 communities), North
Carolina (28 communities), South Carolina (9 communities), Texas (29 communities), and Virginia (12
communities).

The following table sets forth specific information regarding the company’s apartment communities and
their respective apartment homes:




Total
Investment Average

Per Apartment
Initial Total Number of Apartment Home Size
Date of Date Encum- Acquisition Investmentat Apartment Homeat  (Square
Property Location Const, Acquired brances(11) Cost 12-31-03(1) Homes 12-31-03 Feet)

Georgia
Ashley Run ........... Atlanta 1987  Apr. 30, 1997 [C)) $18.000,000  $22,263,394 348 $63,975 1,150
Stone Brook .......... Atlanta 1986  Oct. 31, 1997 9) 7,850,000 10,139,267 188 53,932 937
CarlyleClub .......... Atlanta 1974 Apr. 30, 1997 $13,700,000 11,580,000 14,921,829 243 61,407 1,089
Dunwoody Springs . . ... Atlanta 1981 July 25, 1997 13,325,000 15,200,000 22,493,488 350 64,267 948
Poplar Place .......... Atlanta 1989/1995 Sept.7,2001 24,820,504 34,650,000 38,602,702 324 73,669 1,079
Spring Lake . .......... Atlanta 1986  Aug. 12, 1998 9 9,000,000 10,737.457 188 37,114 1,009
Greentree ............ Savannah 1984  May 28,2003 7,720,604 10,544,703 11,104,646 194 57,240 852
Hammocks ........... Savannah 1997  May 28,2003 22,813,593 25,343,106 25,468,980 308 82,691 1,051
Huntington ........... Savannah 1986  May 28,2003 5,727,614 8,275,052 8,345,682 147 56,773 813
MarshCove . .......... Savannah 1983 May 28,2003 9,376,414 11,873,833 12,233,267 188 65,071 1,053
Merritt at Whitemarsh . . . Savannah 2002  May 28,2003 15,000,000 22,806,319 22,868,913 241 94,892 1,017
North Carolina
The Meadows ......... Asheville (5) (5) 14,885,000 17,836,000 19,786,994 392 50,477 1,033
BeaconHill ........... Charlotte 1985 May 1. 1996 (L)) 13,579,203 16,956,218 349 48,586 734
Bridgetown Bay ....... Charlotte 1986 April 1, 1996 (10) 5,025,000 6,451,915 120 53,766 867
Charleston Place .. ... .. Charlotte 1986  May 13, 1997 (O] 9,475,000 11,021,145 214 51,501 306
Greystone Crossing . . . .. Charlotte 1998\2000 May 8, 2000 (10) 26,800,000 28,125,243 408 68,934 927
Heatherwood . ......... Charlotte 2) 2) 16,250,000 17,630,457 27,569,525 476 57,919 1,186
Meadow Creek ........ Charlotte . 1984  May 31,1996 - 9,376,481 11,100,000 13,967,192 250 55,869 860
PacesGlen ........... Charlotte 1986 July 19, 1996 — 7,425,000 9,136,247 172 53,118 907
Legacy Park ... .. e Charlotte 2001 Oct. 1, 2001 7,250,000 21,888,522 21,979,657 288 76,318 1,004
Timber Crest . ......... Charlotte 2000 Oct. 1,2001 14,989,944 19,076,149 19,489,838 282 69,113 983
Summerwalk .......... Charlotte 1983 May 1, 1996 6,000,000 5,660,000 8,217,332 160 51,358 963
Stone Point ........... Charlotte 1986 Jan. 15, 1998 ® 9,700,000 10,736,845 192 55,921 848
The Enclave at South

Tryon ............. Charlotte 2002 Dec. 2, 2002 (10) 16,100,000 16,323,220 216 75,570 1,093
Deerfield ............. Durham 1985 Nov. 1, 1996 9,992,454 10,675,000 12,000,561 204 58,827 888
The Landing .......... Durham 1984 May 1, 1996 7,442,500 8,345,000 10,825,256 200 54,126 960
Parkside at Woodlake ...  Durham 1996  Aug. 31,1996 9,000,000 14,663,886 16,059,806 266 60,375 865
Highland Hills . .. ... ... Carrboro 1987  Sept. 27, 1996 14,524,156 12,100,000 15,601,329 264 39,096 1,000
Clarion Crossing ... .. .. Raleigh 1972 Sept. 30, 1997 11,000,000 14,225,488 15,222,467 260 58,548 803
Remington Place . ... ... Raleigh 1985 Oct. 31, 1997 [C)] 7,900,000 9,217,273 136 67,774 1,098
St.Regis ............. Raleigh 1986 Oct. 31, 1997 ()] 9,800,000 11,341,523 180 63,008 840
The Trestles .......... Raleigh 1987  Dec. 30, 1994 — . 10,350,000 12,289,223 280 43,890 776
The Timbers .......... Raleigh 1983 June 4, 1998 — 8,100,000 9,342,911 176 53,085 745
Trinity Commons . ... .. Raleigh (8) (8) 27,868,055 37,305,886 38,484,050 462 83,299 953
GlenEagles ........... Winston-Salem ©6) (6) 10,010,000 16,887,653 18,757,608 310 60,508 978
MillCreek ............ Winston-Salem 1984 Sept. 1, 1995 6,207,500 8,550,000 10,324,246 220 46,928 897
Pinnacle Ridge ........ Asheville 1951 April 1, 1998 4893565 5,731,150 7,418,461 168 44,158 885
Autumn Park . ......... Greensboro 2001 Oct. 1,2001 14,752,857 20,074,327 20,149,588 264 76,324 983
St. Andrews .......... Wilmington 7 [@))] 18,253,060 27,369,289 28,027,966 390 71,867 903
South Carolina
Westchase ............ Charleston 1985 Jan, 15, 1997 9 11,000,000 14,418,536 352 40,962 706
Hampton Pointe ....... Charleston 1986 Mar 31, 1998 9 12,225,000 16,861,267 304 55,465 1,035
Merritt at James Island . . Charleston 2002 May 28,2003 18,575,651 24,609,146 24,668,271 230 107,253 1,026
Quarterdeck .......... Charleston 1987  May 28,2003 11,449,336 15,793,851 15,888,203 230 69,079 813
Waters Edge .......... Charleston 1985  May 28,2003  8271,007 10,340,401 10,434,566 204 51,150 918
Windsor Place ......... Charleston 1985  May 28,2003 10,491,799 14,017,697 14,089,801 224 62,901 953
The Arbors at Windsor

Lake .............. Columbia 1991 Jan. 1, 1997 9) 10,875,000 12,327,274 228 54,067 966
Stone Ridge . .......... Columbia 1975 Dec. 8, 1993 — 3,325,000 6,688,548 191 35,019 1,047
Cape Landing ......... Myrtle Beach  1997/1998 Oct. 16, 1998 9,050,000 17,100,000 19,828,429 288 68,849 933



Property
Virginia
Trophy Chase
Greenbrier.........
Tradewinds
Ashley Park
Hampton Glen
Trolley Square
The Gables
Chase Gayton
Waterford
Arbor Trace

Harbour Club ......
Mayflower
Seaside

Texas
Brookfield ... ... ...
Toscana...........
Paces Cove
Timberglen
Summer Tree
Devonshire
The Courts on Pear
Ridge
Eagle Crest
Remington Hills . ...
Estrada Oaks .. .....
Aspen Hills
Mill Crossing
Cottonwood
Burney Oaks
Copper Crossing . . . .
The Arbors on Forest
Ridge
Park Village
Wildwood
Main Park
Paces Point
Silverbrook I .......
Silverbrook II
Graysonll.........
Grayson [
Cutter’s Point
Windsor Heights . . ..
The Meridian
Canyon Hills . .... ..
Sierra Ridge
Real estate under
development

Total

Investment Average
Per Apartment
Initial Total Number of Apartment Home Size
Date of Date Encum- Acquisition Investment at Apartment Homeat  (Square

Location Const. Acquired brances(11) Cost 12-31-03(1) Homes 12-31-03 Feet)
Charlottesville O] [€5)] 15,000,000 12,628,991 19,326,573 425 45,474 803
Fredericksburg 1980 Oct. 1, 1996 12,533,536 11,099,525 12,899,294 258 49,997 851
Hampton 1988 Nov. 1, 1995 10,852,861 10,200,000 12,598,306 284 44,360 930
Richmond 1988  March 1, 1996 9,500,000 12,205,000 13,955,955 272 51,309 765
Richmond 1986  August 1, 1996 12,389,822 11,599,931 14,045,406 232 60,541 788
Richmond €)) (©) 9,500,000 10,242,575 14,563,290 325 44,810 589
Richmond 1987 July 2, 1998 8,000,000 11,500,000 13,513,942 224 60,330 700
Richmond 1984  June 21, 2001 15,557,197 21,175,000 22,463,857 328 68,487 949
Richmond 1989 Dec. 10, 2001 16,565,166 22,500,000 23,840,663 312 76,412 995
Virginia

Beach 1985  March 1, 1996 5,000,000 5,000,000 6,428,903 148 43,439 850
Virginia

Beach 1988 May 1, 1994 8,331,115 5,250,000 7,575,158 214 35,398 813
Virginia

Beach 1950 Oct. 26, 1993 10,500,000 7,634,144 13,187,271 263 50,142 698
Dallas 1984 July 23, 1999 10y 8,014,533 8,133,390 232 35,058 714
Dallas 1986 July 23, 1999 5,250,000 7,334,023 7,632,389 192 39,752 601
Dallas 1982 July 23, 1999 10,916,414 11,712,879 12,716,745 328 38,771 670
Dallas 1984 July 23, 1999 9,500,000 13,220,605 14,355,900 304 47,223 728
Dallas 1980 July 23, 1999 7,618,424 7,724,156 8,838,434 232 38,007 - 575
Dallas 1978 July 23, 1999 3,571,283 7,564,892 8,415,575 144 58,441 876
Dallas 1988 July 23, 1999 10,395,462 11,843,691 12,427,823 242 51,355 774
Dallas 1983 July 23, 1999 15,000,000 21,566,317 22,911,378 484 47,338 887
Dallas 1984 July 23, 1999 14,250,000 20,921,219 26,504,248 362 73,216 957
Dallas 1983 July 23, 1999 9,226,247 10,786,882 11,608,023 248 46,807 m
Dallas 1979 July 23, 1999 ¢10) 7,223,722 8,053,921 240 33,358 671
Dallas 1979 July 23, 1999 — 5,269,792 5,811,192 184 31,583 691
Dallas 1985 July 23, 1999 5,920,187 6,271,756 7,617,101 200 38,086 751
Dallas 1985 July 23,1999 8,332,528 9,965,236 11,055,871 240 46,066 794
Dallas 1980/1981 July 23, 1999 10) 11,776,983 13,179,781 400 32,949 739
Dallas 1986 July 23, 1999 6,250,000 9,573,954 10,236,560 210 48,746 804
Dallas 1983 July 23, 1999 8,355,690 8,224,541 9,069,012 238 38,103 647
Dallas 1984 July 23, 1999 3,324,300 4,471,294 4,963,458 120 41,362 755
Dallas 1984 July 23, 1999 8,276,528 9,082,967 9,701,322 192 50,528 939
Dallas 1985 July 23, 1999 — 12,980,245 13,995,012 300 46,650 762
Dallas 1982 July 23, 1999 15,275,910 15,709,893 18,162,105 472 38,479 842
Dallas 1984 July 23, 1999 2,760,953 5,808,250 6,513,047 170 38,312 741
Dallas 1986 July 23, 1999 6,075,077 12,210,121 13,000,934 250 52,004 850
Dallas 1985 July 23, 1999 6,387,825 9,948,959 12,186,075 200 60,930 840
Dallas 1978 July 23, 1999 6,250,000 9,859,840 11,405,228 196 58,190 1,010
Dallas 1997 Dec. 23,2002 - 25,000,000 29,000,000 29,579,865 396 74,697 1,167
Austin 1988 July 23, 1999 2,756,297 7,539,224 8,684,771 200 43,424 741
Austin 1996 July 23, 1999 12,459,809 12,512,502 12,980,739 229 56,684 799
San Antonio 1981 July 23, 1999 4,750,000 6,624,666 8,624,024 230 37,496 751

5,449,674 5,449,674
$801,753,725 $1,149,910,100 $1,307,420,374 23,189 $56,381
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Notes to table of apartment communities:

(D
@

3

“)

&)

(6)
7
®

9

“Total Investment” includes the purchase price of the apartment community plus real estate commissions,
closing costs and improvements capitalized since the community’s date of acquisition.

Heatherwood Apartments is comprised of Heatherwood (completed in 1980) and Italian Village and Villa
Marina Apartments {(completed in 1980), acquired in September 1996 and August 1997, respectively, at a
cost of $10.2 million and $7.4 million. They are adjoining properties and are operated as one apartment
community.

Trolley Square Apartments is comprised of Trolley Square East Apartments (completed in 1965) and

_ Trolley Square West Apartments (completed in 1964) acquired in June 1996 and December 1996,

respectively, at a cost of $6.0 million and $4.2 million. They are adjacent properties and are operated as one
apartment community.

Trophy Chase is comprised of Trophy Chase (completed in 1970) and Hunter’s Creek (completed in 1970)
acquired in April 1996 and July 1999, respectively, at a cost of $3.7 million and $8.9 million.

The Meadows is comprised of The Meadows (completed in 1974), the Enclave (completed in 2000) and
Phase II Enclave {completed in 2001) acquired in January 1996, March 2000 and May 2001, respectively,
at a cost of $6.2 million, $8.8 million and $2.9 million.

Glen Eagles is comprised of Glen Eagles (completed in 1990) and Prestwick (completed in 2000) acquired
in October 1995 and September 2000, respectively, at a cost of $7.3 million and $9.6 million.

St. Andrews is comprised of St. Andrews (completed in 1998) and St. Andrews II (completed in 2002)
acquired in October 2001 and March 2002, respectively, at a cost of $17.1 million and $10.3 million.
Trinity Commons is comprised of Trinity Commons (completed in 2000) and Trinity Commons II
(completed in 2002) acquired in October 2001 and July 2002, respectively, at a cost of $22.1 million and
$15.7 million.

$73.5 million of secured debt secured by 10 properties which are individually noted.

(10) $13.6 million of secured debt secured by 7 properties which are individually noted.
(11) Includes fair value adjustments of $18.4 million.
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The following table sets forth occupancy rates and average rental rates for the company’s apartment
communities:

Occupancy Rates (2) December Average Rental Rates (3)

Property 2003 2002 2001 2000 1999 2003 2002 2001 2000 1999
Georgia ‘
AshleyRun................. .. ... ... 79% 82% 88% N% 91% $ 713 $757 $817 $822 $781
StoneBrook ...... .. ... .. ... s, 77% 85% 88% 91% 92% 652 680 741 733 703 -
CarlyleClub . ......... ... it 8% 86% 88% 92% 93% 703 763 783 802 768
Dunwoody Springs .. .................... 8% 91% 93% 93% 94% 671 709 763 760 725
PoplarPlace ............ ... ... ... ..., 87% 86% B9% — — 690 709 776 — —
SpringLake ............. ... ..o 84% 88% 90% 91% 91% 657 705 745 728 693
Greentree . .......oouvinii 902% — - — — 675 — — — —
Hammocks .. ...t 93% — — — — 852 — — —_ —
Huntington . ........ ..o 95% — — — — 706 — — — —
MarshCove .........viiiiiiiiinnnn. 93% — — — — 768 — — —_ —
Merritt at Whitemarsh . .................. 84% — — — — 939 — — — —
North Carolina
The Meadows .. ... N% 93% 93% 94%  95% 663 679 688 673 649
Beacon Hill ........................... 8% 87% 9% 91% 91% 572 567 623 632 619
BridgetownBay ................... ... 9% 91% 87% 90% 94% 563 605 617 668 677
Charleston Place . ....................... 8% 88% 89% 91% 91% 547 575 621 638 634
Greystone Crossing ..................... 9% 81% 91% 86% — 624 662 660 695 —
Heatherwood .......................... 81% 85% 91% 92% 92% 619 635 658 657 649
Meadow Creek . ........................ 8% 79% 89% 88% 89% 552 591 620 652 636
PacesGlen .............. ... oan. 9% 90% 89% 88% 92% 557 607 643 677 658
LegacyPark ........................... 89% 88% 8% — — 735 761 834 — —
Timber Crest ..........coiiiiiiinian. 89% 85% 85% — — 685 673 763 — —
Summerwalk ........... .. ... ... .. 86% 89% 89% 94% 95% 600 615 646 668 656
StonePoint .............. ...l 88% 83% 90% 93% 93% 603 628 672 687 666
The Enclave at South Tryon .............. 4%  84% — — — 711 830 — — —
Deerfield ........... ... . 94% 93% 95% 94% 94% 725 787 812 793 757
TheLanding ........... .. ... .ot 88% 88% 96% 94% 94% 645 649 714 697 669
Parkside at Woodlake ................... 86% 81% 91% 93% 90% 667 697 732 732 713
Highland Hills ............... ......... 8% 9N2% 96% 95% 9% 809 837 869 842 816
Clarion Crossing ....................... 84% 86% 92% 92% 90% 617 652 591 592 579
Remington Place ............. ... ... ... 90% 88% 91% 92% 92% 710 717 802 795 782
SEREZIS oot e 86% 86% 89% 95% 92% 630 654 716 733 700
The Trestles ...... ... iin. .. 87% 89% 86% 90% 93% 560 - 595 620 621 607
The Timbers ..........c.covviiiiinn... 87% 88% 90% 89% 93% 581 590 655 651 638
Trinity Commons ................ ... .. 86% 74% 0% — — 727 778 822 — —
GlenEagles ................. oot 87% 86% 87% 87% 87% 656 647 671 701 670
MillCreek ......covviviiiiiiiiine 88% 89% 89% 87% 89% 370 576 590 597 585
PinnacleRidge ......................... 94% 96% 9% 94% 95% 611 619 607 588 563
AutumnPark ... 86% 90% 93% — — 846 771 804 — —
St.Andrews ...l 86% 81% 94% — — 668 690 685 — —
South Carolina
Westchase . ..........cooiiei i RN% 9% 93% 9% 96% 608 591 599 594 589
Hampton Pointe ............ ... it N% 89% 86% 9N% 9% 699 678 699 701 681
Merrittat James Island . ... ............... %% — — — — 1,037 — — — —
Quarterdeck ...... ... % — — — — 763 — — — —
WatersEdge .. ... 98% — — — — 651 — — — —
Windsor Place ............... .. ... . ... 93% — —_ — — 646 — — — —
The Arbors at WindsorLake .............. 95% 93% 90% 94% 90% 679 676 675 653 661
StoneRidge ........... ... .. ... ... 88% 83% 83% 90% 9% 561 567 584 581 578
Capelanding ................. . ... 92% 89% 90% 9N2% 93% 634 638 658 658 662
Virginia
TrophyChase . ...........oooiiiinn, 90% 92% 93% 92% %1% 707 712 707 673 625
Greenbrier ............vviieiiiiiiin.n 96% 95% 98% 97% 95% 838 821 771 719 681
Tradewinds .......... ..., 94% 97% 91% 93% 94% 770 747 717 687 655
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Occupancy Rates (2) December Average Rental Rates (3)

Property 2003 2002 2001 2000 1999 2003 2002 2001 2000 1999
AshleyPark ................ ..ot 91% 94% 93% 94% 94% 677 680 679 657 629
HamptonGlen ....................c.o0. 91% 92% 93% 93% 93% 752 768 767 751 716
Trolley Square .................c........ 93% 94% 96% 97% 91% 695 663 678 650 612
TheGables .................. ... ... 93% 91% 88% 92% 92% 723 719 716 702 654
Chase Gayton .............ccovvmeneenen. 2% 91% 93% — — 766 769 759 — —
Waterford . .............. ... ... 2% 89% 96% — — 786 768 603 — —
ArborTrace .............. ... ... 98% 95% 90% 90% 93% 773 729 679 686 652
HarbourClub ....................... ... 8% 97% 90% 92% 2% 773 724 702 686 654
Mayflower Seaside . ..................... 9% 97% 9% 95% 92% 894 849 787 758 761
Texas
Brookfield .......... ... 81% 92% 96% 94% 93% 567 607 609 581 552
Toscana ...........coiiiiiiiiiii... 76% 88% 91% 94% 97% 523 560 578 571 546
PacesCove .............. e 78% 84% 88% 91% 91% 543 600 625 595 570
Timberglen ....... ... 2% 83% 88% 91% N% 585 626 652 639 611
SummerTree ... 86% 90% 92% 96% 90% 506 529 564 552 524
Devonshire ....... ..o, 85% 85% 90% 90% 95% 700 744 746 727 670
The Courts on Pear Ridge ................ 91% 90% 95% 95% 94% 664 710 727 710 684
EagleCrest ............................ 82% 89% 92% 91% 89%% 646 665 694 682 643
RemingtonHills ........................ 85% 86%  88% 91% 89% 776 838 852 843 805
EstradaQaks ................... ..., 83% 89% 93% 90% 93% 640 666 662 643 629
AspenHills..... ... o 8% 90% 92% 90% 90% 526 576 569 550 534
MillCrossing ........ovvniiiiinn.. 85% 90% 90% 91% 91% 539 575 565 548 536
Cottonwood ............ .. i 75% 87% 93% 94% 96% 578 639 596 578 540
BurneyOaks ... one. 85% 91% 90% 93% 95% 657 685 691 678 639
Copper Crossing ... ..o oveniiieinnn . 9% 89% 92% 87% 90% 535 544 537 520 506
The Arbors on ForestRidge . .............. 84% 89% 89% 9% 91% 631 660 684 664 650
Park Village ....................... .. 9% 9N2% 9% 95% 92% 560 574 599 569 542
Wildwood .. ...... ... i 0% 9% 93% 88% 92% 632 670 685 662 658
MainPark ......... ... ... ... 8% 95% 95% 98% 9% 786 788 815 779 733
PacesPoint ............................ 77% 87% 94% 93% 97% 600 668 699 669 624
Silverbrook I ........................... 87% 87% 91% 94% 95% 581 620 626 598 559
Silverbrook IT .. ....... ... ... . .ot 80% 89% 9% 92% 96% 553 579 578 557 512
GraysonIl ... ... ... .. ... .. ol 8% 89% 92% 93% 94% 707 761 762 740 693
Graysonl ........ ... .. ... . ...l 91% 92% 94% 94% 93% 703 750 743 728 691
TheMeridian ........... ... ... cccuvunn. 8% 9% 9% 97% 98% 595 644 691 664 612
CanyonHills .......................... 0% 88% 93% 97% 98% 658 740 809 784 730
Cutter’sPoint ....................... ... 81% 8% 91% 95% 95% 740 806 832 785 720
SierraRidge .................. ..o 0% 90% 88% 90% 90% 564 555 536 524 509
Windsor Heights ....................... 89% (4) — — — 1,045 917 — —

87% 89% 91% 92% 93% $ 678 $686 $799 3674 $646

Notes to table of occupancy rates and average rental rates:

(1) Anopen item denotes that the company did not own the property during the period indicated.

(2) Economic occupancy .percentage reflects scheduled rent divided by gross potential rent.

(3) Average rent per month reflects December’s monthly gross potential rent divided by the property’s number
of units.

(4) This property was acquired in late December 2002, and therefore economic occupancy percentage was not
available.
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Item 3.  Legal Proceedings

Neither the company nor any of its apartment communities is presently subject to any material litigation nor,
to the company’s knowledge, is any material litigation threatened against the company or any of its subsidiaries
or apartment communities, other than ordinary routine actions incidental to the company’s business, some of
which are expected to be covered by insurance and all of which collectively are not expected to have a material
adverse effect on the business or financial condition or results of operations of the company.

Item 4.  Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of our security holders during the fourth quarter of the year ended
December 31, 2003.

PARTH

Item 5.  Market for Registrant’s Common Equity and Related Stockholder Matters
Common Shares

The company’s common shares are traded on the New York Stock Exchange (“NYSE”) under the symbol
“TCR.” The following table sets forth the quarterly high and low sale prices per common share on the NYSE for
each quarter of the last two years and the cash distributions declared and paid for each quarterly period indicated.

Cash Distribution

High Low per Common Share

2002 .

First Quarter . ... ... i $11.65 $10.51 $0.28
Second QUATTET . ... ..ot e 11.58  10.75 0.28
Third QUarter . ...... ...t i e 11.20 8.75 0.28
Fourth QUATTET . ...\ttt e e e 9.00 6.51 0.28
2003

First QUarter ...ttt S $ 825 $6385 $0.28
Second QUAaIter .. ... i 8.12 6.90 0.20
Third Quarter .. ... ... .. .. 8.50 7.11 0.20
Fourth Quarter . ..... ... i i e e 9.39 8.00 0.20

On March 1, 2004, the closing sale price of our common stock was $9.20 per share on the NYSE, and there
were 1,843 shareholders of record of the 55,651,702 outstanding shares of common stock.

Distributions of $45.3 million and $53.5 million were made to the shareholders during 2003 and 2002,
respectively.

The timing and amounts of distributions to shareholders are within the discretion of the company’s board of
directors. Future distributions will depend on the company’s results of operations, cash flow from operations,
economic conditions and other factors, such as working capital, cash requirements to fund investing and
financing activities, capital expenditure requirements, including improvements to and expansions of properties
and the acquisition of additional properties, as well as the distribution requirements under federal income tax
provisions for qualification as a REIT. The company’s distributions to its shareholders also may be limited by the
agreements pertaining to the company’s secured lines of credit.

For federal income tax purposes, distributions paid to common shareholders may consist of ordinary
income, capital gains distributions, non-taxable return of capital, or a combination thereof. Distributions
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constitute ordinary income to the extent of the company’s current and accumulated earnings and profits.
Distributions which exceed the company’s current and accumulated earnings and profits constitute a return of
capital rather than a dividend to the extent of a shareholder’s basis in his common shares and reduce the
shareholder’s basis in the common shares. To the extent that a distribution exceeds both the company’s current
and accumulated earnings and profits and the shareholder’s basis in his common shares, it is generally treated as
gain from the sale or exchange of that shareholder’s common shares. The company notifies shareholders annually
as to the taxability of distributions paid during the preceding year. In 2003, approximately 92.6% of distributions
on common shares represented a return of capital, 5.0% represented ordinary income and 2.4% represented long-
term capital gain.

The company has a Dividend Reinvestment and Share Purchase Plan (as amended, the *Plan™) which allows
any record holder to reinvest distributions without payment of any brokerage commissions or other fees. Of the
total proceeds raised from common shares during the years ended December 31, 2003, 2002, and 2001, $5.4
million, $6.8 million, and $6.5 million, respectively, were provided through the reinvestment of distributions.

In addition, the Plan has a direct purchase feature in which investors may acquire common shares by making
cash payments without payment of any brokerage commissions or other fees. During 2003 and 2002, direct
purchases accounted for $0.7 million and $0.8 million, respectively, of the proceeds raised under the Plan.

In September 2000, the Board of Directors authorized the repurchase of up to an additional $50 million of
the company’s common shares. Under this authorization, the company has, as of December 31, 2003,
repurchased 2.0 million common shares at an average price of $10.80 per share for a total cost of $21.3 million.
For the year ended December 31, 2003, the company repurchased 26,550 common shares at an average price of
$7.17 per share for a total cost of $0.2 million.

Preferred Shares

The company declared and paid total distributions of $2.3752 per share on the Series A Convertible
Preferred Shares during 2003 and 2002. At December 31, 2003 and 2002, a total of 127,380 preferred shares
remained outstanding.

Item 6.  Selected Financial Data

The following table sets forth selected consolidated financial and other information as of and for each of the
years in the five-year period ended December 31, 2003. The table should be read in conjunction with our
consolidated financial statements and the notes thereto, and Item 7, Management’s Discussion and Analysis of
Financial Condition and Results of Operations, included elsewhere in this Report.
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Operating Results
Rental and property income . ...............
Net (loss) income before gain on sales of
investments and minority interest of unit
holders in operating partnership
Discontinued operations
(Loss) income from discontinued
OPETationNS .. ..ottt
Gain on sales of investments
Gain on sales of investments
Net(loss)income ...............cevnn...
Distributions to preferred shareholders
Excess consideration paid over book value to
preferred shareholders
Net (loss) income available to common
shareholders
Distributions to common shareholders
Per Share
Net (loss) income per common share-basic and
diluted from continued operations
Net income per common share-basic and
diluted from discontinued operations
Net (loss) income per common share
Distributions per preferred share
Distributions per common share
Distributions representing return of capital-tax
basis
Weighted average shares outstanding-basic . ..
Balance Sheet Data
Investment in rental property-gross
Totalassets . ...... ..o,
Notes payable-unsecured . .................
Notes payable-secured ....................
Shareholders™ equity
Common shares outstanding
Other Data
Cash flow from:
Operating activities
Investing activities
Financing activities
Number of apartment communities owned at
year-end
Funds from operations calculation
Net(loss)income ............c.cvuunennn..
Adjustments:
Gain on sales of investments
Depreciation and amortization of real
estate assets
Minority interest of unit holders in
operating partnership
Other

Funds from operations (a)

As of December 31,
2003 2002 2001 2000 1999
(in thousands, except per share data and apartment communities owned)

$ 171,652 $ 159,866 § 149,713 §$ 143,574 $119,282

(9,432) (555) 17,117 34202 29,590
(15) 739 880 — —
1,887 — — — —
— — — 22,930 —
(7,298) 220 17,990 58,144 30,037
303 303 7,698 30,305 12,323
— — 27,492 — —
(7,601) (83) (17,2000 27,839 17,714
45316 53,482 45905 40,251 42,050
$ (018 $  (0.02) $ (042 $ 005 $ 0.4
$ 004 $ 002 % 002 S 072 % 021
$ (014 $ 000 $ (040) S 077 $ 045
$ 238 $ 238 $ 231§ 219 $ 097
$ 088 $ 1128  L12 $ 110 $ 1.07
93% 70% 32% 41% 1%
52,643 48,068 43,450 36,081 39,183
$1,307,420 $1,158,827 $1,070,867 $ 866,841 $917,474
$1,124,442 $1,014,847 $ 980,691 $ 799,781 $869,265
$ — $ 77913 $ 55000 $ 13,210 $157,500
$ 801,754 $ 604,446 $ 554,600 $ 245423 $105,046
$ 286,005 S 287,074 $ 333,834 $ 522,002 $574,365
55,534 48,361 47,665 34926 38,712
$ 41,678 $ 46815 $ 51,836 $ 53,913 § 63,010
$ (7.884) $ (36471) $ (79,796) $ 50,254 $(31,144)
$ (33,781) $ (17.620) S 32,475 $(116,294) $(18,187)
89 82 80 7 87
$  (7.298) $ 220 $ 17,990 $ 58,144 $ 30,037
(1,887) — — (22,930) —
52,956 46021 39999 36295 29310
(262) (36) — — —
— — — — 141
$ 43509 $ 46205 $ 57,989 $ 71509 $ 59.488
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(a) Funds from Operations (FFO) is defined as net income (computed in accordance with generally accepted
accounting principles) excluding gains and (losses) from sales of depreciable property, minority interest of
unit holders in operating partnerships, plus depreciation. This definition conforms with the National
Association of Real Estate Investment Trust’s (NAREIT) definition issued in October 1999 which was
effective beginning January 1, 2000. The company’s management believes that FFO provides investors with
an understanding of the company’s ability to incur and service debt and make capital expenditures. The
company considers FFO in evaluating property acquisitions and its operating performance and believes that
FFO should be considered along with, but not as an alternative to, net income and cash flows as a measure
of the company’s activities in accordance with generally accepted accounting principles and is not
necessarily indicative of cash available to fund cash needs. In addition, there can be no assurance that the
company’s basis for computing FFO is comparable with that of other real estate investment trusts.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Overview

Cornerstone Realty Income Trust, Inc. (together with its subsidiaries, the “company”) is a self-administered
and self-managed REIT headquartered in Richmond, Virginia. The business of the company is to acquire,
develop and manage existing residential apartment communities located in the southern United States. As of
December 31, 2003, the company owned 89 apartment communities, which comprised a total of 23,189
apartment homes. The company’s apartment communities are located in Georgia, North Carolina, South
Carolina, Texas and Virginia.

The company owns and operates multifamily apartment communities that generate rental and other property
related income through the leasing of apartment homes to a diverse base of tenants. The company separately
evaluates the performance of each of its apartment communities. However, because each of the apartment
communities has similar economic characteristics, facilities, services and tenants, the apartment communities
have been aggregated into a single apartment communities segment. All segment disclosure is included in or can
be derived from the company’s consolidated financial statements.

The company’s operations are affected by the following factors: demand for apartment communities in the
company’s markets and the effect on occupancy levels and rental rates, job growth, overbuilding of apartment
communities, low mortgage interest rates and the availability of refinancing.

On May 28, 2003, the company completed the acquisition of Merry Land Properties, Inc. (“Merry Land”),
which owned nine apartment communities containing 1,966 apartment homes located in South Carolina and
Georgia, interests in two joint ventures, two parcels of undeveloped land that the company plans to develop into
additional apartment homes and a third party property management business. The purchase price was $159.1°
million, which includes the issuance of equity, assumption of debt and the fair value adjustment to debt.

In conjunction with the Merry Land merger, the company acquired a third party property management
business which included six apartment communities. As of December 31, 2003, the company managed seven
apartment communities with 1,828 apartment homes.

The company, as the general partner, also has approximately an 84% interest in the Comerstone NC
Operating Limited Partnership. This partnership holds certain apartment communities in North Carolina and was
formed by the company and the prior owner, which is a minority limited partner and is not otherwise related to
the company.

The company uses property operating income (rental income less property operating expenses as defined
below) as a measure to evaluate performance of the apartment communities. Property operating income is not
deemed to be an alternative to net income, as determined in accordance with generally accepted accounting
principles. In addition, this measure, as calculated by the company, may not be comparable to similarly entitled
measures reported by other companies. Property operating expenses include the following expense categories:
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property and maintenance, taxes and insurance and property management. Property operating income increased
2.9% to $93.1 million in 2003 from $90.4 million in 2002. Overall rental revenues were down due to higher
vacancies and a decline in the average rental rates. Operating property expenses were higher due to an increase in
utility costs, real estate assessments and tax rates, insurance costs and turnover costs incurred due to higher
vacancies. Interest expense increased to $45.9 million in 2003 from $41.7 million in 2002. Depreciation and
amortization of real estate assets increased $7.6 million during 2003 over 2002. The company reported net loss
available to common shareholders of $7.6 million due to the items mentioned above. Each of these items will be
described in further detail later in our discussion.

The company operated in 18 markets overall. At December 31, 2003, the company’s three largest markets
-comprised 51% of its real estate owned, at cost. The following table summarizes the company’s apartment
market information (dollars in thousands): :

Annual Average

Number of Rumberof %G1 Economic Occupaney

Market Communities Total Cost Homes Apartments 2003 2002
Dallas/Fort Worth, TX .............. 26 $ 318,074 6,776 24% 84% 89%
Charlotte, NC ..................... 12 189,974 3,127 15% 83% 85%
Raleigh/Durham, NC . .............. 10 150,384 2,428 12% 87% 86%
Atlanta, GA .......... ... ... ... .. 6 119,158 1,841 9% 83% 86%
Richmond, VA .................... 6 102,383 1,693 8% 92% 92%
Charleston, SC .................... 6. 96,361 1,544 7% 94% 90%

Savannah, GA ................. ... 5 80,021 1,078 6% 90% —
Virginia Beach, VA ................ 4 39,790 909 3% 95% 96%
Other (10 markets) ................. 14 205,825 3,793 16% 87% 89%

1,301,970 23,189 100%

Real estate under development ....... 5,450 — — — —

89 $1,307,420 23,189 100% 87% 89%

The following discussion is based on the financial statements of the company as of December 31, 2003,
2002, and 2001. This information should be read in conjunction with the selected financial data and the
company’s consolidated financial statements included elsewhere in this annual report.

Results of Operations

Comparison of the year ended December 31, 2003 to the year ended December 31, 2002
Income and Occupancy

During 2003, the company was still experiencing weakness in occupancy rates and decreases in rental rates
as a result of the slow recovery from the recession, new apartment construction, and the strength of the single
family housing industry.

The company’s property operations for the year ended December 31, 2003 include the results of operations
of 89 apartment communities acquired to date, including apartment communities acquired through the Merry
Land merger on May 28, 2003. The operations of the two apartment communities sold during the first quarter of
2003 are reflected in “discontinued operations.” The increases in revenue are primarily due to the effect of the
rental income generated from the apartment communities acquired through the Merry Land merger and the full
effect in 2003 of the two apartment communities acquired and the two phases to existing apartment communities
completed in 2002; however, the increase was offset by the increase in rental concessions and the decrease in
economic occupancy levels, discussed below, which resulted from the continuing soft market conditions in the
major markets in which the company operates.
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The principle source of the company’s revenue is the rental operation of its apartment communities. Rental
income increased 6.4% in 2003 to $163.1 million, up $9.8 million over 2002. Rental income from the Merry
Land merger and the 2002 acquisitions accounted for the majority of the increase. In addition, the company
recorded a charge in 2002 of approximately $1.1 million due to a change in the estimate of the collectibility of
tenant receivables. The increase in rental income is offset in part by a reduction in average economic occupancy
from 89% in 2002 to 87% in 2003, an increase in rental concessions and a decline in the average rental rate.
Average rental rate per apartment home in 2003 was $678 and $686 in 2002, a decline of 2%.

Other property income increased $2.0 million in 2003 over 2002. Other property income included
reimbursement for sub-metering of utilities and ancillary income. For the year ended December 31, 2003, other
property income also included approximately $0.6 million in excess recoveries from casualty insurance over the
cost of the damage. The majority of the increase related to the increase in sub-metering income of $1.4 million
and the addition of the third party management business in the amount of $0.3 million.

The company will continue to add revenue-enhancing improvements in an effort to improve the apartment
communities’ marketability, economic occupancies, and rental rates.

Expenses

Property operating expenses include the following expense categories: property and maintenance, taxes and
insurance and property management. These categories primarily consist of property taxes and insurance, repairs
and maintenance, utilities, payroll costs and advertising and marketing. Property operating expenses in 2003
were $78.6 million and $69.4 million in 2002. The increase is primarily due to the incremental effect of the
Merry Land merger and the full effect in 2003 of the 2002 acquisitions. The increases in real estate assessments
and tax rates, utilities costs, property insurance costs, and turnover costs due to the increase in vacancy also
contributed to the increase in property operating expenses. The property operating expense ratio (the ratio of
property operating expenses to rental income) was 48.2% and 45.3% for 2003 and 2002, respectively due to the
increases mentioned above.

Depreciation and amortization of real estate assets increased to $52.8 million in 2003 from $45.2 million in
2002, and is directly attributable to a full year of depreciation of the 2002 acquisitions, depreciation on the 2003
acquisitions from their respective acquisition dates and the depreciation associated with capital improvements
made during 2003 and 2002. In addition, in conjunction with the Merry Land merger, the company allocated a
portion of the Merry Land purchase price to an intangible asset based on a valuation of in-place leases at the time
of the merger in the amount of $1.1 million. None of the intangible asset value was attributable to above or below
market rates, but rather attributable to foregone costs associated with having in-place leases. The company
recorded $0.9 million of amortization of the net intangibles in 2003.

General and administrative expenses totaled 2.3% and 2.5% of rental income in 2003 and 2002,
respectively. These expenses represent the administrative expenses of the company as distinguished from the
property operating expenses of the company’s apartment communities. The decrease is due to increased
capitalization of certain costs.

Interest Income

The company’s interest income increased $0.3 million for the year ended December 31, 2003 over 2002.
The majority of the increase is due to the interest income earned on the notes receivables assumed in connection
with the Merry Land merger.

Interest Expense

The company incurred $45.9 million and $41.7 million of interest expense in 2003 and 2002, respectively,
associated with borrowings under its secured and unsecured lines of credit, existing and assumed mortgage notes,
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amortization of deferred financing costs and interest associated with the company’s capital leases. The increase
was principally a result of the following:

» $3.6 million of the increase related to the interest on the existing and assumed fixed and variable
mortgage notes. The increase was due to the interest expense associated with ‘the mortgage notes
assumed with the Merry Land merger, a full year of interest expense on the $53.6 million of secured
debt placed or assumed in 2002, and the $101.8 million refinancing completed in 2003.

*  $0.5 million of the increase related to the amortization of the deferred financing cost associated with the
$151.8 million financings. (See Note 5 to the consolidated financial statements.)

»  $0.2 million of the increase related to interest associated with the company’s capital leases.

The increase was partially offset by $0.1 million decrease related to the interest on the secured and
unsecured lines of credit.

The overall weighted average interest rate for all borrowings was 5.9% and 6.5% during 2003 and 2002,
respectively. Interest expense is reduced by the amortization of the fair value premium adjustment recorded in
connection with the assumption of above market rate debt in connection with the acquisition of apartment
communities. The premiums are amortized over the remaining term of the related indebtedness on the effective
interest method. Average debt, secured and unsecured, increased from $630 million in 2002 to $753 million in
2003. The increase is due to the full effect of the fixed and variable rate borrowings obtained or assumed in 2002
and the incremental effect of the 2003 fixed and variable rate borrowing obtained or assumed in 2003.

Income from Discontinued Operations

During the first quarter of 2003, the company sold two apartment communities containing a total of 395
apartment homes for a total sales price of $15.9 million and recognized a gain of $1.9 million. As a result of the
sales, the company’s financial statements presented have been prepared with these two apartment communities’
results of operations and the gain from sale isolated and shown as “discontinued operations.” Income from
discontinued operations decreased from 2003 to 2002 due to the timing of the sale. All historical statements have
been restated to conform to this presentation in accordance with SFAS No. 144.

Net Loss Available ro Common Shareholders

Net loss available to common shareholders was $7.6 million ($0.14 per share) for the year ended December
31, 2003, compared to $0.1 million ($0.00 per share) for the prior year. The increase in net loss available to
common shareholders resulted primarily from the increase in property operating expenses, interest expense and
depreciation and amortization of real estate assets exceeding the increase in total revenues. The gain recognized
on the sales of two apartment communities during 2003 offset this decrease which is included in the income from
discontinued operations (see Note 2 to the consolidated financial statements).

Comparable Property Operations

Property operating income is a measure the company uses to evaluate performance and is not deemed to be
an alternative to net income, as determined in accordance with generally accepted accounting principles. In
addition, this measure, as calculated by the company, may not be comparable to similarly entitled measures
reported by other companies. The company’s “same-community” portfolio consists of 74 stabilized apartment
communities, containing 20,127 apartment homes, that the company has owned since January 1, 2002,
representing approximately §7% of the company’s 23,189 apartment homes. The two apartment communities
sold in the first quarter of 2003 have been eliminated from the calculation. Property management expenses are
excluded from this evaluation. For 2003, “same-community” property operating income (rental income less
property operating expenses) decreased 7%, rental income decreased 3% and property operating expenses
increased 4% over 2002. The decrease in rental income is primarily due to the soft overall market conditions,
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~ which resulted in increased rental concessions and lower average occupancies. The company’s property
operating expenses increased primarily due to higher utility costs, real estate assessments and property insurance
costs. Average monthly rental rates for the “same-community” portfolio decreased 4% to $661 per apartment
home in 2003 from $685 per apartment home in 2002.

In order to make a meaningful comparison of property operating income for these apartment communities,
the write-offs of tenant receivables and a one-time reduction to expenses were excluded. If this adjustment had
been considered for the years ended December 31, 2003 and 2002, property operating income would have
decreased 9%; total revenues would have decreased 3%; and property operating expenses would have increased
5%.

Property operating expenses primarily consist of property taxes and insurance, repairs and maintenance,
utilities, payroll costs, and advertising and marketing. In addition, property operating expenses exclude
depreciation, general and administrative, other expenses, interest income and expense and minority interest, as
these are not considered in the operating performance of the apartment communities.

The following is a reconciliation of the “same community” property operating income to net (loss) income
as determined in accordance with generally accepted accounting principles (in thousands):

2003 2002
Comparable properties (same communities)
Rental and other property income .. ... i $158,146 $162,652
Property operating €Xpenses . . ... ..ottt e (66,637) (64,138)
Property operating INCOME . .. .. ..ottt e e e 91,509 98,514
Non-comparable properties (remaining communities)
Rental and other property income .. ... .. e 21,407 4,857
Property operating EXpemSes ... ..o ..ttt e e (7,843) (2,099)
Property operating income .. ... ... .. e 13,564 2,758
Unallocated EXPEISES . . v v vttt ittt et e e e (7,901) (7,040)
Depreciation and amortization of real estate assets ................. ... ... .... (52,794) (45,157)
Property management . ...... ... ... e (4,102) (3,798)
General and adminiStrative . .. ... o (3,824) (3,904)
Other depreciation . . .. ...ttt e e e (23) (24)
O N . . e e e (239) (251)
INterest INCOME . ..ottt et e et et e e e e e 274 31
TnterEsSt EXPENSE . . o ottt e (45,896) (41,684)
Minority interest of unit holders in operating partnership ...................... 262 36
Net income from discontinued operations ................oeuiineinninnenn.. 1,872 739
Net (10SS) INCOME .« . v ottt et e e e e e e et e $ (7,298) $ 220

Results of Operations
Comparison of the year ended December 31, 2002 to the year ended December 31, 2001
Income and Occupancy

The company’s property operations for the year ended December 31, 2002 included the results of operations
for the entire year from 80 apartment communities acquired before 2002 and from the respective acquisition
dates of the four apartment communities acquired in 2002. The company owned 82 apartment communities at
December 31, 2002. Two of the four 2002 acquisitions included two new phases at two existing apartment
communities owned by the company. The increases in rental revenues and property operating expenses for the
year ended December 31, 2002 over the same period in 2001 are primarily due to the effect of a full year of
operation in 2002 of the 2001 acquisitions as well as the incremental effect of the 2002 acquisitions. In addition,
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the company in the third quarter of 2002 recorded a charge of approximately $1.1 million due to a change in the -
estimate of the collectibility of tenant receivables. The increase in rental revenues is offset in part by a reduction
in average economic occupancy from 91% in 2001 to 89% in 2002 and an increase in rental concessions which
arc both attributable to softening in overall market conditions in the major markets in which the company
operates.

Rental income increased 7.7% in 2002 to $153.3 million, up $10.9 million over 2001. The increase in rental
income is primarily due to the factors described above.

Expenses

Property operating expenses in 2002 were $69.4 million and $59.6 million in 2001. The increase is primarily
due to the full effect in 2002 of the 2001 acquisitions and the incremental effect of 2002 acquisitions. The
increases in property insurance costs, real estate assessments and tax rates and turnover costs due to the increase
in vacancy also contributed to the increases in property operating expenses. The property operating expense ratio
(the ratio of property operating expenses- to rental income) was 45.3% and 41.9% for 2002 and 2001,
respectively.

Depreciation of real estate increased to $45.2 million in 2002 from $39.1 million in 2001, and is directly
attributable to a full year of depreciation of the 2001 acquisitions, depreciation on the 2002 acquisitions from
their respective acquisition dates and the depreciation associated with capital improvements made during 2002
and 2001.

General and administrative expenses totaled 2.5% and 2.3% of rental income in 2002 and 2001,
respectively.

Interest Income

The company earned interest income of $30,988 in 2002 and $0.5 million in 2001 from the investment of its
cash and cash reserves. The decrease in 2002 is due to a decrease in average invested funds coupled with lower
interest rates. In 2001, the company had $46.7 million invested pending its tender offer on April 18, 2001 for the
company’s outstanding Series A Convertible Preferred Shares.

Interest Expense

The company incurred $41.7 million and $30.9 million of interest expense in 2002 and 2001, respectively,
associated with borrowings under its unsecured lines of credit, existing and assumed mortgage notes,
amortization of deferred financing costs. The increase was principally a result of the following:

» $11.4 million of the increase related to the interest on the existing and assumed fixed- and variable
mortgage notes. The increase is due to the full year of interest on the fixed and variable rate mortgage
notes placed or assumed on 26 apartment communities during 2001 and the addition of $53.6 million of
secured debt placed or assumed on four apartment communities in 2002.

e $0.1 million of the increase related to the amortization of the deferred financing costs.

. $0.7 million of the increase related to the interest on the unsecured hines of credit. During 2002, an
additional $25 million was borrowed under this arrangement.

The overall weighted average interest rate for all borrowings was 6.5% and 6.8% during 2002 and 2001,
respectively. Average debt, secured and unsecured, increased from $451 million in 2001 to $630 million in 2002.
The increase is due to the full effect of the fixed and variable rate borrowings obtained or assumed in 2001 and
the incremental effect of the 2002 fixed and variable rate borrowing obtained or assumed in 2002. This increase
was offset in part by decreasing interest rates on the company’s unsecured lines of credit during 2002.
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Net Loss Available to Common Shareholders

Net loss available to common shareholders was $0.1 million ($0.00 per share) for the year ended December
31, 2002, compared to $17.2 million ($0.40 per share) for the prior year. The decrease in net loss available to
common shareholders resulted primarily from the excess consideration paid over the carrying value of the
company’s Series A Convertible Preferred Shares in 2001. This decrease was offset by an increase in interest
expense and depreciation expense.

Comparable Property Operations

The company’s “same-community” portfolio consists of 69 stabilized apartment communities, containing
17,254 apartment homes, that the company has owned since January 1, 2001, representing approximately 80% of
the company’s 21,618 apartment homes. The two apartment communities sold in 2003 are included for this
calculation. For 2002, “same-community” property operating income, excluding property management expense,
decreased 9%, rental income decreased 3% and property operating expenses increased 5% over 2001. The
decrease in rental income is primarily due to the softening in the overall market conditions, which resulted in
increased rental concessions and lower average occupancies. The company also experienced an increase in
property operating expenses as a result of increased costs to rent vacant apartments along with increases in
property insurance costs and real estate taxes. Average monthly rental rates for the “same-community” portfolio
decreased 1% to $677 per apartment home in 2002 from $681 per apartment home in 2001.

In order to make a meaningful comparison of property operating income for these apartment communities, a
one-time charge to tenant receivable of $1.1 million as well as $0.3 million of other charges were excluded as
these items occurred in 2002. If the adjustments had been considered for 2002 over 2001, property operating
expenses increased 4%; property operating income decreased 10%; and rental income decreased 5%. In addition,
property operating income excludes depreciation, amortization, general and administrative, other expenses,
interest income and expenses and minority interest, as these are not considered in the operating performance of
the apartment communities.

The following is a reconciliation of the adjusted “same community” property operating income to net
income as determined in accordance with generally accepted accounting principles (in thousands):

2002 2001
Comparable properties (same communities)
Rental and other property inCome .. ......... ..o, $134,096 $138,748
Property operating eXpenses . ... ... c..utitt e (56,295)  (53,556)
Property operating inCome . ... ...... ottt e 77,801 85,192
Non-comparable properties (remaining COMMUNIties) ... ......ovunertennenneen. ..
Rental and other property income .. ........ ... 28,622 13,920
Property operating €Xpenses . .. ...ttt e (9,858) (4,190)
Property operating income . ........ ..ottt 18,764 9,730
Unallocated eXPenses ... .oou vttt e e e e (730) —
Depreciation of rental property . ... e (46,021) (39,999)
Property management .......... .. (3,798) (3,049)
General and adminiStrative . .. ... ottt (3,904) (3,309)
Other depreciation . . ...t e (24) (26)
L0 11 25D 87
INterest iNCOME . ..ot e e e 31 497
INEEIESt EXPEIISE « o v vt ittt e ettt e et e e (41,684) (30,952)
Minority interest of unit holders in operating partnership ...................... ' 36 (7)
NELINCOME o\t e ittt e e e e e e ettt e e $ 220 $ 17,990




Related-Party Transactions

During 2003, Mr. Glade M. Knight, the company’s Chairman and Chief Executive Officer, served as
Chairman and Chief Executive Officer of three extended-stay hotel REITs, Apple Suites, Inc., Apple Hospitality
Two, Inc., and Apple Hospitality Five, Inc., and also owned companies which provided services to these entities.
Apple Hospitality Two, Inc. acquired Apple Suites, Inc. in a merger transaction during the first quarter of 2003.
During 2003 and 2002, the company provided real estate acquisition and offering-related and other services to
these entities and received payment of approximately $0.2 million and $0.6 million, respectively.

Liquidity and Capital Resources

Liquidity is the ability to meet present and future financial obligations either through the sale of existing
assets or by the acquisition of additional funds through working capital management. Both the coordination of
asset and liability maturities and effective working capital management are important to the maintenance of
liquidity. The company’s primary sources of liquidity are cash flows from operations as determined by rental
rates, occupancy levels and property operating expenses; proceeds from its lines of credit; reinvestment of
distributions; and proceeds from secured debt.

The company’s demands for liquidity include normal propérty operating activities, payment of principal and
interest on outstanding debt, capital expenditures, acquisition of apartment communities, payment of
distributions and development costs.

The company has met and expects to continue to meet short-term liquidity requirements, generally through
the cash flow from operations, equity raised from its dividend reinvestment plan, and borrowings on its lines of
credit. It is expected that these will be adequate to meet all normal property operating expenses, payment of
distributions, budgeted capital improvements, and scheduled principal and interest payments on debt in 2004. At
December 31, 2003, the company had $36 million available under its lines of credit and $1.4 million in cash and
cash equivalents. In addition, the company had $9.9 million in reserves held by various lenders for capital
expenditures, real estate taxes and insurance.

The company expects to meet certain long-term liquidity requirements, such as scheduled debt maturities,
the repayment of financing on development activities, and possible property acquisitions, through secured
borrowings, possible refinancing, disposition of certain assets that, in our evaluation, may no longer meet our
investment requirements or issuance of operating partnership units.

Our long-term ability to pay distributions to our various stakeholders is dependent upon cash flows from our
apartment communities. While we have substantial cash flow from our operations, on a short-term basis, our cash
flow is less than our cash needs and we have had to seek alternative funding sources. During 2003, our cash flow
from operating activities was $41.7 million. Cash required to fund capital improvements to our apartment
communities was $13.7 million. Distributions to our preferred stockholders, operating partnership unit holders
and common stockholders were approximately $47.3 million in 2003. We funded the excess of our distributions
over our cash flow from ordinary course, short-term borrowings of $8.3 million. In addition, sales of two
properties, executed as a part of our long-term business strategy, also provided approximately $15 million. The
sales of these properties did not have a material impact upon our property operating income.

In the event that there continues to be an economic downturn or the national economy does not recover
sufficiently and the cash flow from operations are no longer adequate, the company has additional means, such as
its borrowing availability on its lines of credit, to help meet our short term liquidity demands.

The company considers on a regular basis what level of distributions to common shareholders is
appropriate, and there is no assurance that the company’s distribution to common shareholders will continue at
the current level. :
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Operating Activities

For the year ended December 31, 2003, our net cash provided by operating activities was $41.7 million,
compared to $46.8 million for the same period in 2002. This decline is due primarily to the economic downturn
in the national economy and the related decline in our operating activities.

Investing Activities

For the year ended December 31, 2003, our net cash used in investing activities was $7.9 million compared
to $36.5 million for the same period in 2002. In 2003, our investing activities related 10 investments in
acquisitions and in our existing apartment communities through capital expenditures and redevelopment, as well
dispositions of apartment communities.

Acquisitions

On May 28, 2003, the company completed the acquisition of Merry Land, which owned nine apartment
communities in South Carolina and Georgia containing 1,966 apartment homes, interests in two real estate joint
ventures, two parcels of undeveloped land that the company plans to develop into additional apartment homes,
and a third party property management business. The acquisition was structured as a merger of Merry Land into a
wholly owned qualified REIT subsidiary of the company. The merger qualified as a tax-free reorganization and
was accounted for under the purchase method of accounting. The company used various valuation metheds to
allocate the purchase price between land, buildings and improvements, equipment, identified intangible assets of
in-place leases and debt assumed. The purchase price was $159.1 million, which includes the issuance of equity,
.assumption of debt and the fair value adjustment to debt, and direct costs of the acquisition. Under the terms of
the merger agreement, each Merry Land shareholder received 1.818 of the company’s common shares and 0.220
of the company’s Series B convertible preferred shares. A total of 5.0 million common shares and 0.6 million of
the company’s Series B convertible preferred shares were issued as a result of the merger. The Series B
convertible preferred shares met the conversion conditions and were converted to common shares on October 1,
2003. In addition, the company assumed approximately $90.6 million of Merry Land’s debt with a fair value of
$110.5 million at the date of assumption. No goodwill was recorded as a result of this transaction.

Real Estate under Development

The company has three development projects, two of which were assumed with the Merry Land merger
mentioned above and are to be completed during 2005. The company’s share of estimated future cash
expenditures to complete these projects will be funded through advances on future construction loans.

Disposal of Investments

During the first quarter of 2003, the company sold two apartment communities containing a total of 395
apartment homes for a total sales price of $15.9 million with net proceeds of $15.0 million and recognized a gain
of $1.3 million. As a result of the sales, the company’s financial statements have been prepared with these two
apartment communities’ results of operations and the gain from sale isolated and shown as “discontinued
operations.”

Financing Activities
For the year ended December 31, 2003, our net cash used in financing activities was $33.8 million
compared to $17.6 million for the same period in 2002. In 2003, our financing activities related to mortgage
financings, payment of distributions and payment of our principal debt amortization.
The following is a summary of the company’s financing activities for the year ended December 31, 2003:

* Entered into a $50 million secured revolving credit facility. The two-year secured credit facility is
divided into two loans, a $40 million revolving credit facility and a $10 million “swingline” credit
facility.

* Financed $101.8 million in variable rate mortgage notes.
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« Paid $2.7 million in deferred financing costs associated with the above $151.8 million financings.

» Repaid and terminated the $85 million unsecured line of credit using proceeds from the above
financings.

+ Repaid $23.3 million in variable and fixed rate mortgage notes using proceeds from the above
financings.

e Paid scheduled debt maturities in the amount of $4.2 million.
s Issued $5.4 million of shares through the dividend reinvestment plan.

* Paid distributions in the amount of $47.3 million to common and preferred shareholders and operating
partnership unit holders.

+ Repurchased $0.2 million in common shares.

In September 2000, the Board of Directors authorized the repurchase of up to an additional $50 million of
the company’s common shares. Under this authorization, the company has, as of December 31, 2003,
repurchased 2.0 million common shares at an average price of $10.80 per share for.a total cost of $21.3 million.
For the year ended December 31, 2003, the company repurchased 26,550 common shares at an average price of
$7.17 per share for a total cost of $0.2 million.

At the request of various lenders, some of the company’s financings were provided to new wholly-owned
subsidiaries of the company, which were formed for the special purpose of receiving the financing proceeds and
holding the mortgaged apartment communities. The company continues to manage the apartment communities.
All of these financings are reflected on the audited consolidated financial statements of the company.

Capital Requirements

The company has an ongoing capital expenditure plan to fund its renovation program for its apartment
communities. Capital expenditures include capital replacements, initial capital expenditures, and redevelopment
enhancements. The company anticipates funding these cash requirements as needed from a variety of sources
including equity raised from its dividend reinvestment plan and debt provided by its lines of credit.

Capital resources are expected to grow with the future sale of the company’s shares and from cash flows
from operations. Approximately 12.0% of all 2003 common stock distributions, or $5.4 million, was reinvested
in additional common shares. In general, the company’s liquidity and capital resources are believed to be
sufficient to meet its cash requirements during 2004.

The company is operated as, and annually elects to be taxed as, a real estate investment trust under the
Internal Revenue Code. As a result, the company has no provision for federal income taxes, and thus there is no
effect on the company’s liquidity from federal income taxes. The company created a C-corporation which elected
the taxable REIT subsidiary (“TRS”) status for financing purposes for one apartment community. The TRS is
subject to federal, state and local income taxes. For the year ended December 31, 2003, the impact of this TRS’s
income taxes and related tax attributes were not material to the accompanying consolidated financial statements.

Contractual Obligations and Commitments

The table below sets forth a summary of our contractual obligations and commitments that will impact our
future liquidity (in thousands):

2004 2005 2006 2007 2008 Thereafter Total
Interest .................. $48,021 $ 43,799 $ 40,635 3$35,033 $34,093 $109,973 $ 311,554
Mortgages ............... 31,829 131411 96,731 14,794 56,646 451,958 783,369
Capital leases . ............ 291 306 304 197 60 44 1,202

$80,141 $175,516 $137,670 $50,024 $90,799 $561,975 $1,096,125

The company anticipates two development projects to be completed during 2005 and the costs associated
with the developments to be funded through advances on the project’s construction loans. '
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Operating Partnership

Effective October 1, 2001, State Street, LLC and State Street I, LLC, each a North Carolina limited liability
company (collectively, the *“Limited Partners”), and the company, as the sole general partner, formed
Cornerstone NC Operating Limited Partnership, a Virginia limited partnership (the “Limited Partnership”). The
company has approximately an 84% interest in the Limited Partnership. The Limited Partners are minority
limited partners and are not otherwise related to the company. The Limited Partners contributed and agreed to
contribute property to the Limited Partnership in exchange for preferred and non-preferred operating partnership
units. Beginning October 1, 2002, the Limited Partners became able to elect to redeem a portion of the preferred
operating partnership units. If the Limited Partners make the election, the company, at its option, will convert the
preferred operating partnership units into either common shares of the company on a one-for-one basis or cash in
an amount per unit equal to the closing price of a common share of the company on the exercise date (or other
specified price if there is no closing price on that date), subject to anti-dilution adjustments.

During the first quarter of 2003, a total of 887,125 preferred operating partnership units were converted into
common shares on a one-to-one basis. During 2003, the remaining 319,715 non-preferred operating partanership
units converted to preferred operating partnership units as certain lease-up and stabilization criteria were met. As
of December 31, 2003, there were 1,807,145 preferred operating partnership units eligible for conversion into
common shares on a one-for-one basis or cash, at the company’s option.

Critical Accounting Policies

The consolidated financial statements are prepared in accordance with generally accepted accounting
principles, which require us to make estimates and assumptions. We believe that the following critical accounting
policies, among others, involve our more significant judgments and estimates used in the preparation of our
financial statements.

Capital Expenditures

The company capitalized expenditures related to acquiring new assets, materially enhancing the value of an
existing asset or substantially extending the useful life of an existing asset. Expenditures necessary to maintain an
existing asset in ordinary operating condition, such as repairs and maintenance, are expensed as incurred.

The company capitalizes interest, real estate taxes, insurance and certain internal development and related
overhead costs directly to the apartment community under development. Interest is capitalized to development
projects based upon the weighted average cumulative project costs for each period multiplied by the company’s
borrowing costs on its line of credit, expressed as a percentage. The internal development and related overhead
costs are capitalized to the development projects based upon the effort identifiable with such projects. Prior to the
commencement of leasing activities, interest and other construction costs are capitalized and reflected on the
balance sheet as real estate under development. The company ceases the capitalization of such costs as the
apartment homes become substantially complete and available for occupancy.

The company capitalized $16.4 million of improvements to its various apartment communities during 2003.
The asset preservation capital expenditures, including floor coverings, HVAC equipment, roofs, appliances,
siding, exterior painting, parking lots, and other non-revenue enhancing capital expenditures totaled $9.7 million.
Revenue enhancing capital expenditures, including interior upgrades, gating and access systems totaled $4.7
million for 2003. Redevelopment expenditures, including amenities that add a material new feature or revenue
source at our acquired apartment communities, totaled $2.0 million. The company capitalized costs of $0.7
million in development costs for 2003. The company’s total non-real estate capital additions, such as computer
software, computer equipment, furniture and fixtures and property improvements to the company’s management
offices and its corporate offices, was approximately $1.3 million and is reflected on the balance sheet in the other
assel category.

The company is also required by various lenders to fund a replacement reserve in advance for capital
improvements.
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The company’s capital improvement budget is reviewed continually and adjustments will be made if
deemed necessary.

Real Estate Assets—Impairment Assessment

We periodically assess our real estate assets for possible permanent impairment when certain events or
changes in circumstances indicate that the carrying amount of real estate may not be recoverable. Management
considers current market conditions and tenant credit analysis in determining whether the recoverability of the
carrying amount of an asset should be assessed. When an assessment is warranted, management determines if it
is probable that the sum of the expected undiscounted future cash flows over the expected holding period is less
than the carrying amount of the property being assessed. If the undiscounted future cash flows are less than the
carrying amount, then an impairment loss would be recognized equal to the amount of the difference between the
fair value of the property and its carrying amount. No impairment losses have been recorded to date.

Real Estate Assets—Allocation of Purchase Price

The company accounts for acquisitions utilizing the purchase method, and accordingly, the results of the
acquisition properties are included in the company’s results of operations from the date of acquisition. The
company allocates the purchase price to the acquired tangibles, consisting of land, building and improvements,
and if material, identified intangible assets and liabilities of above/below market leases and at-market leases in
place based on their fair values. Allocation of fair value to real estate assets were based on internal management
estimates on a property by property basis using discounted cash flows using market capitalization rates. All
liabilities with maturities in excess of one year assumed in connection with an acquisition is marked to market at
the date of the acquisition using a market interest rate in effect at that date for similar debt agreements with
similar maturities. The resulting premium or discount is amortized into interest expense over the life of the
related debt agreement using the effective interest method. Determinations of fair values used in purchase price
allocation are by their nature subjective and may have a significant impact on reported asset and liability
balances in the consolidated balance sheets and in the reported amounts of depreciation expense and interest
expense in the consolidated statements of operations.

Rental Revenue and Related Cost Recognition

Rental income and other income are recorded on an accrual basis. Rental concessions and direct lease costs
associated with lease origination are amortized on a straight-line basis over the terms of the respective leases.
The company’s apartment communities are leased under lease agreements that, typically, have terms that do not
exceed one year. Deferred rental concessions and direct lease costs were $2.0 million and $2.2 million at
December 31, 2003 and 2002, respectively.

Recent Accounting Pronouncements

In January 2003, the FASB issued Interpretation 46, “Consolidation of Variable Interest Entities.” (“FIN
46”) which was revised in December 2003, and is effective immediately for all transactions entered into with
variable interest entities before February 2003. The provisions of FIN 46 must be applied to all remaining entities
subject to the Interpretation from the beginning of the first quarter of 2004. This statement defines the
identification process of variable interest entities and how an entity assesses its interest in a variable interest
entity to decide whether to consolidate that entity. The company has formed wholly-owned subsidiaries for
financing purposes and such financing is reflected in the consolidated financial statements. Currently, the
company does not anticipate this Statement having a material impact on its consolidated financial statements.

At the July 31, 2003 Emerging Issues Task Force meeting, the SEC Observer clarified the application of
~ Topic D-42 related to preferred stock issuance costs. According to the clarification, all preferred stock issuance
costs, regardless of where in the stockholders’ equity section the costs were initially recorded, should be charged
to income available to common shareholders for the purpose of calculating earnings per share at the time the
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preferred stock is redeemed. The SEC Observer indicated that preferred stock issuance costs not previously
charged to income available to common shareholders should be reflected retroactively in financial statements for
reporting periods ending after September 15, 2003 by restating the financial statements of prior periods on an as
filed basis. We have included these costs in determination of the excess of consideration paid over book value to
preferred shareholders in our 2001 consolidated statement of operations, therefore, no adjustment was required.

Market Risk Disclosure

The company is subject to changes in the fair market value of its fixed rate secured debt amounting to
$597.4 million at December 31, 2003. If market interest rates for fixed rate debt were 100 basis points higher at
December 31, 2003, the fair value of fixed rate debt would decrease by $22.3 million to $575.1 million. If market
interest rates for fixed rate debt were 100 basis points lower at December 31, 2003, the fair value of fixed rate
debt would have increased from $597.4 million to $656.6 million.

The company has market risk exposure to short-term interest rates from variable rate borrowings under its
existing secured line of credit and variable rate secured debt. The existing secured lines of credit bears interest at
LIBOR plus 1.575%. The company may utilize variable rate debt up to specified limits to total market
capitalization. The company has analyzed its interest rate risk exposure. If market interest rates for these types of
credit facilities average 100 basis points more in 2004 than they did in 2003, and the company’s secured lines of
credit were at the maximum of $50 million, and the variable rate secured debt remained at $172.4 million, the
company’s interest expense would increase, and net income would decrease by $2.2 million. These amounts are
determined by considering the impact of hypothetical interest rates on the company’s borrowing cost. These
analyses do not consider the effects of the reduced overall economic activity that could exist in such an
environment. Further, in the event of a change of such magnitude, management would likely take actions to
further mitigate its exposure to the change. However, due to the uncertainty of the specific actions that would be
taken and their possible effects, the sensitivity analysis assumes no changes in the company’s financial structure.

Impact of Inflation

Substantially all of our leases are for a term of one year or less, which enables us to realize increased rents
upon renewal of existing leases or the beginning of new leases. The short-term nature of these leases generally
serves to reduce our risk of the adverse inflation. Short-term leases and relatively consistent demand allow rents,
and therefore cash flow from the portfolio, to provide an attractive hedge again inflation.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Information required by this item is included in Item 7. See Management’s Discussion and Analysis of
Financial Condition and Results of Operations of this Report, which is hereby incorporated into this item by
reference.

Item 8.  Financial Statements and Supplementary Data

The financial statements of the company and report of independent auditors required to be included in this
item are set forth in Item 15 of this report and are hereby incorporated into this item by reference.

Item 9.  Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures

Senior management, including the Chief Executive Officer and Chief Financial Officer, evaluated the
effectiveness of the company’s disclosure controls and procedures as of the end of the period covered by this
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report. Based on this evaluation process, the Chief Executive Officer and Chief Financial Officer have concluded
that the company’s disclosure controls and procedures are effective and that there have been no changes in the
company’s internal control over financial reporting that occurred during the last fiscal quarter that have
materially affected, or are reasonably likely to materially affect, the company’s internal control over financial
reporting. Since that evaluation process was completed, there have been no significant changes in internal
controls or in other factors that could significantly affect these controls.

PART I1I

Item 10. Directors and Executive Officers of the Registrant

For information with respect to the company’s directors and director nominees see the information under
“Ownership of Equity Securities” and “Election of Directors” in the company’s Proxy Statement for its 2004
Annual Meeting of Shareholders, which information is hereby incorporated herein by reference. For information
with respect to the company’s executive officers see “Executive Officers” in the company’s Proxy Statement for
its 2004 Annual Meeting of Shareholders, which information is hereby incorporated herein by reference.

Item 11. Executive Compensation

For information with respect to compensation of the company’s executive officers and directors, see the
information under “Compensation of Executive Officers” and “Compensation of Directors” in the company’s
Proxy Statement for its 2004 Annual Meeting of Shareholders, which information is hereby incorporated herein
by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

See the information under “Ownership of Equity Securities” in the company’s Proxy Statement for its 2004
Annual Meeting of Shareholders, which information is hereby incorporated herein by reference.

Item 13. Certain Relationships and Related Transactions

For information on certain relationships and related transactions, see the information under “Certain
Relationships and Agreements” in the company’s Proxy Statement for its 2004 Annual Meeting of Shareholders,
which information is hereby incorporated herein by reference.

Item 14. Principal Accountant Fees and Services

For information with respect to certain principal accountant fees and services, see the information under the
caption “Independent Public Accountants” in the company’s Proxy Statement for its 2004 Annual Meeting of
Shareholders, which information is hereby incorporated herein by reference.

For information with respect to the pre-approval policies for audit and non-audit services, see the
information under the same caption in the company’s Proxy Statement for its 2004 Annual Meeting of
Shareholders, which information is hereby incorporated herein by reference.
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PART IV

Item 15. Exhibits, Financial Statement Schedules, and Reports on Form 8-K
(2) The following documents are filed as part of this Report
1. Financial Statements.

See Index to Consolidated Financial Statements and Schedule on page 34 of this Report.

2. Financial Statement Schedule.

See Index to Consolidated Financial Statements and Schedule on page 34 of this Report. All other schedules
are omitted because they are not required, are inapplicable, or the required information is included in the
financial statements or notes thereto.

3. Exhibits
Incorporated herein by reference are the exhibits listed under “Exhibit Index” on page 62 of this report.
[Index excluded and available by request. Certain exhibits included.]
(b) Reports on Form 8-K

During the last quarter of 2003, the company filed the following current reports with the Securities and
Exchange Commission: '

Current Report on Form 8-K dated November 5, 2003, filed with the Securities and Exchange Commission
on November 6, 2003, under Item 12.

Current Report on Form 8-K dated October 1, 2003, filed with the Securities and Exchange Commission on
October 3, 2003, under Item 5.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

CORNERSTONE REALTY INCOME TRUST, INC.

/s/ GLADE M. KNIGHT March 12, 2004

By:
Glade M. Knight
Chairman of the Board and
Chief Executive Officer
By:_ /8/ STANLEY J. OLANDER, JR. March 12, 2004

Stanley J. Olander, Jr.

President and
Chief Financial Officer
(in such capacity, the principal financial
officer and principal accounting officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed by the
following persons on behalf of the registrant and in the capacities and on the date indicated.

Signature

/s/  GLADE M. KNIGHT

Date

Capacities

Director, Chairman of the Board and ‘March 12, 2004

Glade M. Knight

/s/  STANLEY J. OLANDER, JR.

Chief Executive Officer

Director, President and Chief March 12, 2004

Stanley J. Olander, Jr.

Is/ GLE&N W. BU‘NTING,VJR.

Financial Officer

Glenn W. Bunting, jr.

/s/  KENT W. COLTON

Kent W, Colton

/s/  LESLIE A. GRANDIS

Leslie A. Grandis

Penelope W. Kyle

/s/  HARRY S. TAUBENFELD

Harry S. Taubenfeld

/s/ MARTIN ZUCKERBROD

Martin Zuckerbrod

/s/  W.TENNENT HOUSTON

W. Tennent Houston

/s/  ROBERT A. GARY IV

Robert A Gary IV

Director March 12, 2004
Director March 12, 2004
Director March 12, 2004
Director March 12, 2004
Director March 12, 2004
Director March 12, 2004
Directof March‘ 12, 2004
Director March 12, 2004
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All other financial statement schedules have been omitted because they are not applicable or not required or
because the required information is included elsewhere in the financial statements or notes thereto.
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INDEPENDENT AUDITORS’ REPORT

The Board of Directors and Shareholders
Cornerstone Realty Income Trust, Inc.

We have audited the accompanying consolidated balance sheets of Cornerstone Realty Income Trust, Inc. as
of December 31, 2003 and 2002, and the related consolidated statements of income, shareholders’ equity, and
cash flows for each of the three years in the period ended December 31, 2003. Our audits also included the
financial statement schedule listed in the Index at Item 13(a). These financial statements and schedule are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial
statements and schedule based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Cornerstone Realty Income Trust, Inc. at December 31, 2003 and 2002, and the
consolidated results of its operations and its cash flows for each of the three years in the period ended:
December 31, 2003, in conformity with accounting principles generally accepted in the United States. Also, in
our opinion, the related financial statement schedule, when considered in relation to the basic financial
statements taken as a whole, presents fairly in all material respects the information set forth therein.

/s/ ERNST & YOUNG LLP

Richmond, Virginia
February 10, 2004
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CORNERSTONE REALTY INCOME TRUST, INC.
CONSOLIDATED BALANCE SHEETS

December 31,
2003 2002

(In thousands, except per
share dollar)

ASSETS
Investment in rental property:
Land . ..o e e $ 160,192 $ 149,133
Buildings and property Improvements .. ..............tiiiiiiiia 1,103,043 960,735
Furniture and fixtures and other ... ... . i e e 38,735 34,139
Real estate under development . ...... ...t e 5,450 1,635
Assets available forsale, net . ......... .. .. . — 13,185
1,307,420 1,158,827
Less accumulated depreciation ............. ...ttt (224,535)  (172,978)
1,082,885 985,849
Cashand cashequivalents .. ......... i i e 1,393 1,380
Prepaid eXpenses .. ...t e 5,334 4,636
Deferred financing CostS, Met . .. ..ttt i e e e 5,924 4,519
Investment in real estate JOINt VENTUTES . .. ...ttt 2,649 —
O T ASSEES &+ oot vttt e e e 26,257 18,463
Total ASSEES © v vttt e e e e $1,124,442 $1,014,847
LIABILITIES and SHAREHOLDERS' EQUITY
Liabilities ‘
Notes payable-Unsecured . . ... .ovv vttt ettt e $ — $ 77913
Notes payable-secured . . ... ... .. i e 801,754 604,446
Distributions payable . . . ... ... L 76 76
Accounts payable and accrued eXpenses . ... ... e 14,950 12,953
Rentsreceived inadvance . ...... ... .. i e 884 606
Tenant security deposits .. ... ..ottt e e 1,889 1,574
Total Liabilities .. ... o e 819,553 697,568
Minority interest of unit holders in operating partnership ....................... 18,884 30,205
Shareholders’ Equity
Preferred stock, no par value, authorized 25,000 shares; $25 liquidation preference,

Series A Cumulative Convertible Redeemable; issued and outstanding

127 Shares .. oot e 2,680 2,680
Common stock, no par value, authorized 100,000 shares; issued and outstanding ’

55,534 and 48,361 shares, respectively . .......... . i 538,969 487,303
Deferred compensation .. ...ttt e e (456) (638)
Distributions greater than netincome . ..............ooieriin ... (255,188)  (202,271)

Total Shareholders” Equity ........... ... .., 286,005 287,074
Total Liabilities and Shareholders' Equity ............. . ... ......... $1,124,442 $1,014,847

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF OPERATIONS

REVENUE:

Rental inCOME . . . ..o ot e e e e
Other Property iNCOIME . . . ... vttt et e een

Total TEVENUES . oottt i e e

EXPENSES:

Property and maintenance .................iiiiiii i
Taxes and INSUTANCE . .. oo\ttt it it e e e e et
Property management . . .. ...t
General and administrative .. ........c. .ot
Depreciation and amortization of real estaté assets .................
Otherdepreciation ... ........c..i i iriineiernniinnenanns.
Other . .o e

Total €XPenses ... o.vui e

Income before interest income (EXpense) . ........c.coiiiiiiiiieean...
INterest inCOmIE . ... ..ottt e
INterest EXPense ...\ vv ittt e

Income before gains on sales of investments and minority interest of unit

holders in operating partnership . .......... .. .. i
Minority interest of unit holders in operating partnership ............

Net (loss) income from continuing operations ... ..............ovvvu...

Discontinued operations

(Loss) income from discontinued operations . .....................
Gain on sales of INVESIMENTS . .. ...\t i i it e ans

Net (J0SS) INCOMIE ..ottt ittt i ettt et et ettt
Distributions to preferred shareholders ............. ... ... ... ... ...
Excess consideration paid over book value to preferred shareholders ... ...

Net loss available to common shareholders . ..........................

Net loss per common share-basic and diluted from continuing operations . . . .

Net income per common share-basic and diluted from discontinued

OPETALIONS .\ v ettt ettt e et e e e e e

Net (loss) income per common share-basic and diluted .................

Years Ended December 31,

2003

2002 2001

(In thousands, except per share data)

$163,059 $153,295 $142,353
8,593 6,571 7,360
171,652 159,866 149,713
50,930 44,907 38,716
23,550 20,727 17,861
4,102 3,798 3,049
3,824 3,904 3,309
52,794 45,157 39,093
23 24 26
239 251 87
135,462 118,768 102,141
36,190 41,098 47,572
274 31 497
(45,896) (41,684) (30,952)
(9,432) (555) 17,117
262 36 @
(9,170) (519) 17,110
(15) 739 880
1,887 — —
(7,298) 220 17,990
(303) (303)  (7.698)
- — (27.492)
$ (7,601) S (83) $(17,200)
$ (0.18) $ (0.02) $ (0.42)
$ 004 $ 002 $ 002
$ (014 % — $ (040)

See accompanying notes to consolidated financial statements.
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CORNERSTONE REALTY INCOME TRUST, INC.
CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY

Common Stock Preferred Stock D}%‘::’;Z‘gn 5 Total
Number of Number of Deferred Than Shareholders’
Shares Amount Shares Amount Compensation Net Income Equity
(In thousands, except per share data)

Balance at December 31,2000 .. ... .. .o oo, 34926  $342.455 12,627  § 265,194 S 47 $ (85,600) $522,002
NetinCOmME oo\ttt e e e i e e — — - — — 17,990 17,990
Cash distributions declared to common shareholders

($1.12pershare) . ..o — — — — — (45,905) (45,905)
Cash distributions for Series A Convertible Preferred

Shares ... — — — — — (1,317 (1,317
Imputed distributions on Series A Convertible Preferred

Shares ... — — — 381 — (381) —
Exercise of stockoptions ........................... 172 1,815 — — — — 1,815
Purchase of commonstock .. .............. ... on... (1,356) (14,710) — —_ — — (14,710)
Preferred stock converted to common stock ............ 30 479 (19) 479 — —_ —_
Issuance of common shares through conversion of Series A

Convertible Preferred Shares into common stock ...... 13,222 143,325  (12,480) (262,401) — — (119,076)
Excess consideration paid over book value for preferred

stock redemption ........ ... .. oL — — — — — (27,492) (27,492)
Restricted stock grants ......... ... ... ... L L 65 697 — - (697) — —
Amortization of deferred compensation . ............... — — — — 59 — 59
Shares issued through dividend reinvestment plan .. ..... 606 6,468 — — — — 6,468
Balance at December 31,2001 . .............. ... ... .. 47,665 480,529 128 2,695 (685) (148,705) 333,834
NEtINCOME . .ttt — — — — — 220 220
Cash distributions declared to common shareholders

($l.12pershare) ... i — — — — — (53,482) (53,482)
Cash distributions for Series A Convertible Preferred

StOCK et e — — — — (304) (304)
Exercise of stock options ........ ... ... o i 18 179 — — — — 179
Purchase of commonstock .. ............ ... . ... (36) (367) — — — (367)
Preferred stock converted to common stock ............ 1 15 (1) (15) — — —
Restricted stock grants ........... . ... ...l 17 190 — (190) — —
Amortization of deferred compensation .. .............. — — — — 237 — 237
Shares issued through dividend reinvestment plan .. ... .. 696 6,757 — — — — 6,757
Balance at December 31,2002 ... ... ...l 48,361 487,303 127 2,680 (638) (202,271) 287,074
Net oSS . oot e — — — — — (7,298) (7,298)
Cash distributions declared to common shareholders

($.88pershare) ... — — — — — (45,316) (45,316)
Cash distributions for Series A Convertible Preferred

ShaTES - vt e — — — — — (303) (303)
Purchase of commonstock ............... L., (26) (190) — — — — (190)
Issuance of common shares in connection with the

acquisition of Merry Land Properties, Inc. ........... 4,993 36,147 — — — — 36,147
Issuance of Series B Convertible Preferred Shares .. ... .. — — 605 3,922 — — 3,922
Issuance of common shares through conversion of Series B

Convertible Preferred Shares ...................... 605 3,922 (605) (3,922) — — —
Conversion of minority interest of unit holders in operating

partmership ....... ... .. .. 887 6,326 — — — — 6,326
Restricted stock grants ............ e 4 33 — — (33) — —
Amortization of deferred compensation ................ — — — — 215 — 215
Shares issued through dividend reinvestment plan ....... 710 5,428 — — — — 5,428
Balance at December 31,2003 ............... .. ... 55,534 127 & 2,680 $(456) $(255,188) $286,005

$538,969

See accompanying notes to consolidated financial statements.
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CORNERSTONE REALTY INCOME TRUST, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended December 31,

2003 2002 2001
(In thousands)
Cash flow from operating activities: :
Net (JOSS) IICOIME . . oottt e ettt e e e e e e e e e e e e e e $ (7298 $ 220 $ 17,990
Adjustments to reconcile net income to net cash provided by operating activities ...............
Gain on sales of 1ental PIOPETLY . ... oot i ittt e e e (1,887) — —
Depreciation and amortization .. ...... S P 52,956 46,045 40,025
Minority interest of unit holders in operating partnership ................ ... .. ... . o (262) (36) 7
Amortization of deferred compensation ... ......... .. il e 182 237 59
Amortization of deferred financingcosts .. ............... . o o 1,320 835 735
Amortization of mortgage notes payable premium . ..........c. i (2,161) (357) (258)
Changes in operating assets and liabilities:
OPErating ASSEES . . . oottt ettt e e e e (1,229) 888 (8,376)
Operating labilities .. ... ... . 57 (1,017) 1,654
Net cash provided by operating activities .............. ... .. .. ... ... ... ... 41,678 46,815 51,836
Cash flow from investing activities:
Acquisitions of rental property, netofdebtassumed .......... ... .. .. . oo o il (4,129)  (20,100) (58,471)
Developrment of real estate @SSetS . . . .. v vt vttt ittt e e e (737) (1,272) (1,618)
MaJOr TENOVALIONS - ..ottt t et ettt ettt e e e e e e e e e e (2,732) (3,868) (2,422)
Capital IMPrOVEIMENS . . . .. o ettt e ettt et e et e e et e (13,691)  (12,215) (17,060}
Net funding of real estate reserve forreplacement . . ............ ... ... ... o o i il (1,613) 984 (1,010)
Proceeds fromsaleof land .. ... . .. e — — 785
Net proceeds from the sale of rental property ......... ... ... . i 15,018 — —
Net cash used in investing activities . . .. ... ...ttt (7,884) (36,471) (79,796)
Cash flow from financing activities:
Proceeds (repayments) from/of short-term borrowings, net .. ... .......vou i (77.913) 22913 41,790
Proceeds (repayments) from/borrowings on secured line of credit,net .............. ... .. ... 13,604 — —
Proceeds from secured notes payable . ... ... o 102,883 12,600 206,920
Repayment of secured notes payable ............ . ... . . . (27,535) (3,397) (1,067)
Payment of financing CoSIS . . . ..o v vttt e (2,726) (562) (1,924)
Shares issued through dividend reinvestment plan and exercise of stock options . ............... 5,400 6,936 8,283
Purchase of common StOCK . .. ... e (190) (367) (14,710)
Cash payment for conversion of Series A Convertible Preferred Shares into common stock . ...... — — (143,785)
Payment of costs associated with the conversion of Series A Convertible Preferred Shares into
COMMION STOCK .ot i i e et e e — — (2,783)
Cash distributions to operating partnership unit holders ................ ... ... .. ... ... (1,685) (1,957) —
Cash distributions paid to preferred shareholders ............ ... ... i (303) (304) (14,344)
Cash distributions paid to common shareholders .. .......... . . . . o i (45,316) (53,482) (45,905)
Net cash (used in) provided by financing activities ................... ... ... ..... (33,781) (17,620) 32,475
Increase (decrease) in cash and cash equivalents .. ............. O 13 (7,276) 4,515
Cash and cash equivalents, beginning of year .. .......... . . i 1,380 8,656 4,141
Cash and cash equivalents, end of year . ....... ... i i i $ 1,393 8§ 1,380 $ 8,656
Supplemental information:
Cash paid for IMerest . ... ..o o i $ 46,209 $40,714 $ 28,294
Non-cash transactions:
Acquisition
Real estate assets acquired . ........ it e e 147,437 26,019 —
Assumption of mortgage notes . ........... . 90,568 16,000 103,123
Operating assets aCqUITed . ... ... .ottt 9,048 — 912
Operating liabilities acquired . ... ... .. . 2,538 — 1,305
Fair value adjustment on mortgage notes . . . ..o vv vttt ettt 19,950 — 458
Issuance of COMMON SIOCK .« ..ttt i 36,285 — —
Issuance of preferred stock .. ... .. . e 3,930 — —
Issuance of operating partnership units .............. .o — 10,019 22,179
Conversion of operating partnership unit into common stock ............... .o n.. 6,326 — —_
Issuance of common stock for preferred stock .. ... ... e — — 143,325
Capital JeASES . .. ..o e 118 1,148 —_

See accompanying notes to consolidated financial statements.
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CORNERSTONE REALTY INCOME TRUST, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1 General Information and Summary of Significant Accounting Policies
Business

Cornerstone Realty Income Trust, Inc. (together with its subsidiaries, the “company”), a Virginia
corporation, is an owner-operator of one business segment consisting of residential apartment communities in the
southern regions of the United States. As of December 31, 2003, the company, as a general partner, has
approximately an 84% interest in Cornerstone NC Operating Limited Partnership.

All significant intercompany accounts and transactions have been eliminated in consolidation. The
company’s common stock trades on the New York Stock Exchange under the ticker symbol “TCR.”

Cash and Cash Equivalents

Cash equivalents include highly liquid investments with original maturities of three months or less. The fair
market value of cash and cash equivalents approximates their carrying value.

Investment in Rental Property

The investment in rental property is recorded at cost, net of depreciation. The company records impairment
losses on rental property used in operations if indicators of impairment are present and the undiscounted cash
flows estimated to be generated by the respective properties are less than their carrying amount. Impairment
losses are measured as the difference between the asset’s fair value less cost to sell, and its carrying value. No
impairment losses have been recorded to date.

Repairs and maintenance costs are expensed as incurred while significant improvements, renovations and
replacements are capitalized. The company capitalizes expenditures related to acquiring new assets, materially
enhancing the value of an existing asset or substantially extending the useful life of an existing asset. The
company’s capital expenditures include floor coverings, HVAC equipment, roofs, appliances, siding, exterior
painting, parking lots, interior upgrades, gating and access systems. Depreciation is computed on a straight-line
basis over the estimated useful lives of the related assets which are 27.5 years for buildings, range from 10 to
27.5 years for major improvements and range from three to seven years for furniture and fixtures.

Development

Development projects and related carrying costs are capitalized. The costs of development projects include
interest, real estate taxes, insurance and certain internal development and related overhead costs directly related
to the apartment community under development. Interest is capitalized to development projects based upon the
weighted average cumulative project costs for each period multiplied by the company’s borrowing costs on its
line of credit, expressed as a percentage. The internal development and related overhead costs are capitalized to
the development projects based upon the effort identifiable with such projects. Prior to the commencement of
leasing activities, interest and other construction costs are capitalized and reflected on the balance sheet as real
estate under development. The company ceases the capitalization of such costs as the apartment homes become
substantially complete and available for occupancy.

Income Recognition

Rental income, interest, and other income are recorded on an accrual basis. Rental concessions are
recognized on a straight-line basis over the terms of the respective leases. The company’s apartment communities
are leased under lease agreements that, typically, have terms that do not exceed one year. Deferred rental
concessions were $1.0 million and $1.1 million at December 31, 2003 and 2002, respectively.
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Deferred Financing and Lease Origination Costs

Deferred financing costs consist of loan fees and related expenses which are amortized on a straight-line
basis that approximates the effective interest method over the terms of the related notes. Accumulated
amortization of deferred financing costs totaled $2.2 million and $1.8 million in 2003 and 2002, respectively.

The company defers direct costs incurred to originate a lease and amortizes the costs over the life of the
lease which on an average is one year. Deferred lease origination costs were $1.0 and $1.1 million at
December 31, 2003 and 2002, respectively.

Stock Incentive Plans

The company applies the intrinsic value-based method of accounting prescribed by Accounting Principles
Board (APB) Opinion 25, “Accounting for Stock Issued to Employees” (APB No. 25) and related Interpretations
in accounting for its employee stock options. As discussed in Note 7, the alternative fair value accounting
provided for under Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
(SFAS) No. 123, “Accounting for Stock-Based Compensation,” (“SFAS No. 123”) requires use of option
valuation models that were not developed for use in valuing employee stock options.

Under APB No. 25, because the exercise price of the company’s employee stock options equals the market
price of the underlying stock on the date of grant, no compensation expense is recognized.

The company granted 69,550, 57,612 and 52,395 options to purchase shares during the years ended
December 31, 2003, 2002 and 2001, respectively. The company’s options to purchase shares are exercisable after
six months after the date of grant, therefore the compensation expense would occur in the period granted. The
following information about stock-based employee compensation costs reconciles the difference of accounting
for employee stock based compensation under the intrinsic value method of APB No. 25 and related
interpretations and the fair value method prescribed under SFAS No. 123 (in thousands):

2003 2002 2001

Net (loss) income, as reported ... ..ottt e $(7,298) $ 220 $17,990
Add: Stock-based employee compensation expense included in reported
net income 215 237 59
- Deduct: Stock-based employee compensation expense determined under
fair value based method for all awards (219) (239) (60)
Pro forma net (loss) income as if the fair value method had been applied
t0 All OPLION GIANLS . .\ vt v et ettt e e e $(7,302) $ 218 $17,989
Earnings per common share
Basic-as reported ... ... $ (.14 $ — $ (040
“ Basic-proforma ... $ (014 $ — $ (040)
Diluted-as reported ... .. ... $014) $ — § (040
Diluted-proforma .. ..... oottt $(0.14) § — § (040

Pro forma information regarding net income and earnings per share is required by SFAS No. 123, which
also requires that the information be determined as if the company has accounted for its employee stock options
granted subsequent to December 31, 1994 under the fair value method described in that statement. The fair value
for these options was estimated at the date of grant using a Black-Scholes option pricing model with the
following weighted-average assumptions for 2003, 2002, and 2001:

2003 2002 2001

RisK-fT€€ INTETEST . .\ vt vt ot i e e e et e e e e e 3.5% 4.0% 5.0%

Dividend yields .. ... ...t 10.6  7.4% 9.0%

Volatility factors ... ...t e 160 162 142

Weighted-average expected life (years) .......... ... ... i, 10 10 10
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The Black-Scholes option valuation model was developed for use in estimating the fair value of traded
options which have no vesting restrictions and are fully transferable. In addition, option valuation models require
the input of highly subjective assumptions including the expected stock price volatility. Because the company’s
employee stock options have characteristics significantly different from those of traded options, and because
changes in the subjective input assumptions can materially affect the fair value estimate, in management’s
opinion, the existing models do not necessarily provide a reliable single measure of the fair value of its employee
stock options.

Advertising Costs

Costs incurred for the production and distribution of advertising are expensed as incurred. Amounts
expensed during 2003, 2002, and 2001 were $2.2 million, $2.0 miilion, and $1.8 million, respectively. These
amounts are included in property and maintenance expenses in the consolidated statements of operations.

Earnings Per Common Share

Basic and diluted earnings per common share are calculated in accordance with FASB Statement No. 128
“Earnings Per Share.” Basic earnings per common share is computed based upon the weighted average number
of shares outstanding during the year. Diluted earnings per common share is calculated after giving effect to all
potential common shares that were dilutive and outstanding for the year. The Series A Convertible Preferred
Shares and operating partnership units are not included in dilutive earnings per share calculations since the
impact is not dilutive.

Minority Interest in Operating Partnership

Interest in the Cornerstone NC Operating Limited Partnership held by a limited partner is represented by
operating partnership units (“OP Units”), as discussed in Note 6 below. The operating partnership’s income is
allocated to holders of OP Units based upon net income available to common shareholders and the weighted
average number of OP Units outstanding to weighted average common shares outstanding plus OP Units
outstanding during the period. OP Units can be exchanged for cash or common shares on a one-for-one basis, at
the company’s option. Capital contributions, distributions, and profits and losses are allocated to minority
interests in accordance with the terms of the partnership agreement. OP Units as a percentage of total OP Units
and shares outstanding were 3.2% and 4.7% at December 31, 2003 and 2002, respectively.

Income Taxes

The company is operated as, and annually elects to be taxed as, a real estate investment trust under the
Internal Revenue Code of 1986, as amended (the “Code”). Generally, a real estate investment trust that complies
with the provisions of the Code and distributes at least 90% of its taxable income to its shareholders does not pay
federal income taxes on its distributed income. Accordingly, no provision has been made for federal income
taxes, The company is subject to various state, local, excise and franchise taxes.

The company created a C-corporation which elected the taxable REIT subsidiary (“TRS”) status for
financing purposes for one apartment community. The TRS is subject to federal, state and local income taxes.
For the year ended December 31, 2003, the impact of this TRS’s income taxes and related tax attributes were not
material to the accompanying consolidated financial statements.

The differences between net income available to common shareholders for financial reporting purposes and
taxable income before dividend deductions, as well as differences between the tax basis and financial reporting
basis of the company’s assets, relate primarily to temporary differences, principally real estate depreciation, tax
deferral of certain gain on property sales and tax free mergers and acquisitions. The temporary differences in
depreciation result from differences in the book and tax basis of certain real estate assets and the differences in
the methods of depreciation and lives of the real estate assets.
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For federal income tax purposes, distributions paid to common shareholders consist of ordinary income,

capital gains, return of capital or a combination thereof. For the three years ended December 31, 2003,
distributions paid per common share were classified as follows (unaudited):

2003 2002 2001

Ordinary income .. ................ e $05 $ .33 $ .76
Long-term capital ain . ... ...t e 02 — —
Returnofcapital ....... ... .. 81 79 36

$.88 $1.12 31.12

I
|
|

In 2003, 2002 and 2001, of the total preferred distribution, 100% was taxable as ordinary income.

Use of Estimates

The preparation of financial statements in accordance with accounting principles generally accepted in the
United States requires management to make certain estimates and assumptions that affect amounts reported in the
financial statements and accompanying notes. Actual results may differ from those estimates.

Comprehensive Income

On January 1, 1998, the company adopted SFAS No. 130, “Reporting Comprehensive Income.” The
company does not currently have any items of comprehensive income requiring separate reporting and
disclosure.

Reclassification

Certain previously reported amounts have been reclassified to conform to the current year presentation.

Recent Accounting Pronouncements

In January 2003, the FASB issued Interpretation 46, “Consolidation of Variable Interest Entities.”
(“FIN 46) which was revised in December 2003, and is effective immediately for all transactions entered into
with variable interest entities before February 2003. The provisions of FIN 46 must be applied to all remaining
entities subject to the Interpretation from the beginning of the first quarter of 2004. This statement defines the
identification process of variable interest entities and how an entity assesses its interest in a variable interest
entity to decide whether to consolidate that entity. The company has formed wholly-owned subsidiaries for
financing purposes and such financing is reflected in the consolidated financial statements. Currently, the
company does not anticipate this Statement having a material impact on its consolidated financial statements.

At the July 31, 2003 Emerging Issues Task Force meeting, the SEC Observer clarified the application of
Topic D-42 related to preferred stock issuance costs. According to the clarification, all preferred stock issuance
costs, regardless of where in the stockholders’ equity section the costs were initially recorded, should be charged
to income available to common shareholders for the purpose of calculating earnings per share at the time the
preferred stock is redeemed. The SEC Observer indicated that preferred stock issuance costs not previously
charged to income available to common shareholders should be reflected retroactively in financial statements for
reporting periods ending after September 15, 2003 by restating the financial statements of prior periods on an as
filed basis. The company has included these costs in determination of the excess of consideration paid over book
value to preferred shareholders in the 2001 consolidated statement of operations, and therefore, no adjustment
was required.
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Note 2 Acquisition, Disposition, and Development
Acquisitions

On May 28, 2003, the company completed the acquisition of Merry Land Properties, Inc. (“Merry Land”),
which owned nine apartment communities containing 1,966 apartment homes, interests in two real estate joint
ventures, two parcels of undeveloped land that the company plans to develop into additional apartment homes,
and a third party property management business. The acquisition was structured as a merger of Merry Land into a
wholly owned qualified REIT subsidiary of the company. The merger qualified as a tax-free reorganization and
was accounted for under the purchase method of accounting. The company used various valuation methods to
allocate the purchase price between land, buildings and improvements, equipment, identified intangible assets of
in-place leases and debt assumed. The purchase price was $159.1 million, which includes the issuance of equity,
assumption of debt and the fair value adjustment to debt, and direct costs of the acquisition. Under the terms of
the merger agreement, each Merry Land shareholder received 1.818 of the company’s common shares and 0.220
of the company’s Series B convertible preferred shares. A total of 5.0 million common shares and 0.6 million of
the company’s Series B convertible preferred shares were issued as a result of the merger. The Series B
convertible preferred shares met the conversion conditions and were converted to common shares on October 1,
2003. In addition, the company assumed approximately $90.6 million of Merry Land’s debt with a fair value of
$110.5 miliion at the date of assumption. No goodwill was recorded as a result of this transaction. The company
allocated a portion of the Merry Land purchase price to an intangible asset based on a valuation of in-place leases
at the time of the merger in the amount of $1.1 million. The company recorded $0.9 million of amortization of
the net intangibles in 2003.

Development

The company has three development projects, two of which were assumed with the Merry Land merger in
the amount of $2.2 million. Capitalized interest, real estate taxes, insurance and other costs aggregated
approximately $0.1 million and $75,218 during 2003 and 2002, respectively. Land associated with construction
in progress was $5.4 million and $1.6 million as of December 31, 2003 and 2002, respectively.

Disposition of Investments

During the first quarter of 2003, the company closed on the sale of two apartment communities containing a
total of 3935 apartment homes for a total of $15.9 million and recognized a gain of $1.9 million. As a result of the
sales, the company’s financial statements have been prepared with these two apartment communities’ results of
operations and the gain from sale isolated and shown as “discontinued operations.” Al historical statements
presented have been restated to conform to this presentation in accordance with SFAS No. 144,

The components of income from operations related to discontinued operations for the years ended
December 31, 2003, 2002 and 2001 are shown below. These include the results of operations through the date of
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sale for the year ended December 31, 2003 and a full period of operations for the year ended December 31, 2002
and 2001 (dollars in thousands):

2003 2002 2001

Rental and other property income ........... I $ 363 $2,853 $2,955
Expenses:

Property and maintenance . ........ . ... 158 851 788

Taxes and InSUrance . ...............uiuininiiin ... 58 398 381

Depreciation of real estate assets .. ..., 162 865 906
Total eXpenses . ... 378 2,114 2,075
Net income (10SS) .ottt e e e (15) 739 880
Gainon sales of INVESUMENTS . .. ..ottt e e e 1,887 - —
Income from discontinued operations ........... ... .. ..., $1872 $ 739 $ 880

The company had no assets that qualified as held for disposition as defined by SFAS No. 144 at
December 31, 2003.

Note 3 Investment in Rental Property

At December 31, 2003, the company’s three largest markets comprised 51% of its real estate owned, at cost.
The following is a summary of rental property owned at December 31, 2003 (in thousands):

Initial

Acquisition Carrying Accumulated i
Market Cost * Cost Depreciation Encumbrances**
Dallas/Fort Worth, TX .................. $ 288067 $ 318,074 $ 54,857 $187,937
Charlotte, NC . ............. ... .. ..... 163,459 189,974 34,869 53,866
Raleigh/Durham, NC ............ PPN 133,965 150,384 29,413 79,827
Atlanta, GA ....... ... ... .. ... L 96,280 119,158 21,473 51,846
Richmond, VA ...... ... .. .. .. ... .. 89,223 102,383 18,226 71,512
Charleston, SC ........... e 87,986 96,361 9,054 48,788
Savannah, GA ........................ 79,243 80,021 1,859 60,638
VirginiaBeach, VA .................... 28,084 39,790 14,327 34,684
Other (10 markets) ..................... 178,153 205,825 40,457 125,552

1,144,460 1,301,970 224,535 801,754
Real estate under development ........... 5,450 5,450 — —

$1,149910 $1,307,420  $224,535 $801,754

*  Includes real estate commissions, closing costs, and improvements capitalized since the date of acquisition.
**  The total includes $87.1 million of debt secured by 17 apartment communities which is not allocated among
the individual apartment communities.
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The following is a reconciliation of the carrying amount of real estate owned (in thousands):

2003 2002 2001

BalanceatJanuary 1, ...........coo i $1,158.827 $1,070,867 $ 866,841
Real estate purchased ............ ... ... oo, 140,875 71,119 184,596
Sale of assets held forsale,net ......................... (12,993) (1,662) (885)
Capital lease additions . ......... .. ... oo, 118 1,148 —
Development of real estate assets ....................... 4,170 1,272 1,618
Saleofland ........ .o e — — (785)
Capital improvements . ............c..oiiiiiiiiienn... 16,423 16,083 19,482
Balance at December 31, .. ........ ... . i $1,307,420 $1,158,827 $1,070,867

- The following is a reconciliation of accumulated depreciation (in thousands):

_ 2003 2002 2001
BalanceatJanuary 1, ........ ... it $172,978 $128,653 $ 89,560
Depreciation Xpense . ... ....ovtt ittt e 51,901 45,157 39,093
Disposal of assets . ......oveeriiiiiiee. .. e (344) (832) —
Balance at December 31, ...t e $224,535 §$172,978 $128,653

Note 4 Investment in Unconsolidated Real Estate Joint Ventures

In connection with the Merry Land merger, the company acquired interest in two joint ventures. The
company assumed a 35% interest in Merritt at Godley Station, LLC, an apartment community under
development. The company does not control this asset and has accounted for its investment under the equity
method of accounting. The investment in this joint venture was recorded at cost and subsequently adjusted for
equity in net income (loss) and cash contributions and distributions. The company also assumed a 10% interest in
the Cypress Cove joint venture, which owns an apartment community. The company has accounted for its
investment under the equity method. The company’s investment in joint ventures was $2.6 million at
December 31, 2003.
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Note S Notes Payable

Secured

Secured borrowings outstanding at December 31, 2003 and 2002 were as follows (dollars in thousands):

Effective
Outstanding Principal lI)T;el;Sl: el::;tf’
2003 2002 2003 Maturity Date
Fixed ratedebt (a) .......... oo % 5,728 — 3.09% September 2007
36,817 — 3.72%  July and August 2009
51,881 — 3.94%  September 2011 and November 2041
16,565 $ 16,731 6.98%  January 2012
9,226 9,332 6.42%  November 2011
70,151 71,172 6.75%  October 2004, May 2011
8,333 8,417 7.10%  July 2011
79,110 79,899 7.16%  July, August 2011
15,276 15,442 6.83%  May 2011
74,218 75,011 6.99%  April 2011
141,000 141,000 7.35%  January 2011
73,500 73,500 7.29%  October 2006
21,551 29,506 6.48%  April 2004 through April 2007
12,390 12,520 6.68%  April 2012
615,746 532,530
Variablerate debt .............. — 15,084 2.64% . October 2005
— 992 294%  October 2005
14,753 14,906 2.62%  April 2005
15,781 15,934 2.47% September 2006
15,000 — 3.14%  December 2005
25,000 25,000 5.10%  January 2005
13,604 — 2.75%  May 2005
50,000 — 237%  July 2005
51,870 — 1.94%  August 2008
186,008 71,916
Total .................... $801,754 $604,446

(a) Includes fair value premium adjustments aggregating $18.4 million in 2003 and $0.6 million in 2002 that
were recorded in connection with assumption of above market rate debt in connection with the acquisition
of apartment communities. These premiums are amortized into interest expense (which reduces interest
expense) over the remaining term of the related indebtedness on the effective interest method.

In connection with the Merry Land merger, the company assumed nine fixed or variable rate mortgage notes
with an aggregate principal amount of $90.6 million. These mortgages were recorded at a fair value of $110.5
million at the date of assumption. The difference between the fair value and the principal amount is being
amortized as an adjustment to interest expense over the term of the respective notes. The mortgage notes bear a
weighted interest rate of 7.4% per annum and an effective weighted average interest rate of 3.2%, inciuding the
effect of the fair value adjustment. The fixed rate mortgage notes are payable in monthly installments, including
principal and interest. The variable rate mortgage note requires payments of interest only. Prepayment penalties
apply for early retirements on the fixed rate mortgage notes. Scheduled maturities are at various dates through
September 2011 and one mortgage notes matures November 2041.
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During 2003, the company completed a plan of refinancing in which the company’s unsecured lines of
credit were replaced with a combination of new secured lines of credit from a commercial bank and three
additional secured financing transactions. The following summarizes the new financings:

On May 30, 2003, the company entered into a secured credit facility with a commercial bank. The credit
facility provides up to a maximum of $50 million and replaced the $85 million unsecured line of credit.
The secured credit facility is divided into two loans, a $40 million revolving credit facility and a $10
million “swingline” credit facility. This secured line of credit bears interest at LIBOR plus 1.575% and
the maturity date is May 30, 2005. The credit facility requires quarterly payments of interest only and is
secured by seven apartment communities. The company is obligated to pay lenders a quarterly
commitment fee equal to .25% per annum of the unused portion of the credit facility. The secured credit
facility agreement contains certain covenants which, among other things, require maintenance of certain
financial ratios and includes restrictions on the company’s ability to make distributions to its
shareholders over certain amounts. At December 31, 2003, the company was in compliance with this
agreement. At December 31, 2003, the outstanding balance was $12.5 million on the credit facility and
$1.1 million was outstanding on the “swingline” credit facility, which results in an unused credit facility
capacity of $36 million at December 31, 2003.

On June 27, 2003, the company entered into a $50 million secured financing. The note bears interest at
LIBOR plus 125 basis points (2.37% at December 31, 2003). The maturity date is July 9, 2005 with
three one-year extension options. The note requires payments of interest only and is secured by five
apartment communities. The note is prepayable after one year without penalty.

On July 17, 2003, the company entered into $38.5 million in secured financing which is represented by
four promissory notes. The notes bear interest at the Discount Mortgage Backed Security index plus
82 basis points (1.94% at December 31, 2003), and the maturity date is August 1, 2008. These notes
require payments of interest only and are secured by four apartment communities. The notes are
prepayable after one year with 1% penalty.

On August 29, 2003, the company entered into $13.3 million in secured financing secured by one
apartment community. The note bears interest at the Discount Mortgage Backed Security index plus
82 basis points (1.94% at December 31, 2003), and the maturity date is September 1, 2008. The notes
requires payment of interest only. The note is prepayable after one year with 1% penalty.

Proceeds from these financings repaid the outstanding balance of the company’s $85 million unsecured line
of credit, described below, and repaid outstanding secured loans totaling approximately $23.3 million. The
remainder of the proceeds from these financings were used for excess borrowing capacity, working capital needs
and other corporate purposes.

During 2002, the company entered into a $12.6 million fixed rate mortgage note which bears interest at
6.675% per annum. The mortgage note is payable in monthly installments, including principal and interest, and is
secured by one apartment community. The company also entered into a $25 million variable rate mortgage note
in conjunction with the acquisition of one apartment community. The note requires monthly payments of interest
- only. The company assumed $16 million in variable rate mortgage notes in conjunction with the acquisition of
two apartment communities in 2002. The notes require monthly installments, including principal and interest,
and are secured by the two apartment communities.
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The aggregate maturities of principal, including monthly installments of principal previously described, for
secured debt for the five years subsequent to December 31, 2003 are as follows (in thousands):

Year ‘ _Amount
2004 . $ 31,829
200 L e e e 131,411
2006 . e e e 96,731
2007 o e e e e e e 14,794
2008 e e e e 56,646
B 373 =7 1 (PP 451,958
783,369

Fair Value Adjustment of Assumed Debt ........ ... ... ... . . . i 18,385
$801,754

Estimated fair value is based on mortgage rates believed to be available to the company for the issuance of
debt with similar terms and remaining lives. The fair value of the company’s fixed and variable rate secured debt
at December 31, 2003 and 2002 was $886 million and $695 million, respectively.

Unsecured

Upon completion of the financings described above, the company’s $85 million unsecured line of credit was
repaid and terminated. At December 31, 2002, borrowings on the unsecured line of credit were $75 million.

During May 2003, the company’s $7.5 million unsecured line of credit for general corporate purposes was
replaced with a $10 million “swingline” secured revolving credit facility, described above. At December 31,
2002, borrowings on the $7.5 million line of credit were $2.9 million.

Capitalized Interest

During 2003 and 2002, the company capitalized interest of $95,590 and $62,222, respectively. Overall,
weighted-average interest rate incurred for all borrowings was 5.9% in 2003 and 6.5% in 2002.

Note 6 Operating Partnership and Shareholders’ Equity
Operating Partnership

Effective October 1, 2001, State Street, LLC and State Street I, LLC, each a North Carolina limited liability
company (collectively, the “Limited Partners”), and the company, as the sole general partner, formed
Cornerstone NC Operating Limited Partnership, a Virginia limited partnership (the “Limited Partnership”). The
company has approximately an 84% interest in the Limited Partnership. The Limited Partners are minority
limited partners and are not otherwise related to the company. The Limited Partners contributed and agreed to
contribute property to the Limited Partnership in exchange for preferred and non-preferred operating partnership
units. Beginning October 1, 2002, the Limited Partners became able to elect to redeem a portion of the preferred
operating partnership units. If the Limited Partners make the election, the company, at its option, will convert the
preferred operating partnership units into either common shares of the company on a one-for-one basis or cash in
an amount per unit equal to the closing price of a common share of the company on the exercise date (or other
specified price if there is no closing price on that date), subject to anti-dilution adjustments.
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During the first quarter of 2003, a total of 887,125 preferred operating partnership units were converted into
- common shares on a one-to-one basis. During 2003, the remaining 319,715 non-preferred operating partnership
units converted to preferred operating partnership units as certain lease-up and stabilization criteria were met. As
of December 31, 2003, there were 1,807,145 preferred operating partnership units eligible for conversion into
common shares on one-for-one basis or cash, at the company’s option.

Preferred Stock

The company issued Series A Convertible Preferred Shares in July 1999. The company declared and paid
total distributions of $2.3752 per share on the Series A Convertible Preferred Shares during 2003 and 2002. At
December 31, 2003 and 2002, 127,380 preferred shares remained outstanding.

Common Stock

During 2000, the company completed its $50 million common share repurchase program which was
authorized by the Board of Directors in September 1999. The Board authorized the repurchase of up to an
additional $50 million of the company’s common shares in September 2000. Pursuant to the additional
authorization, the company has, as of December 31, 2003, repurchased 2.0 million common shares at an average
price of $10.80 per share for a total cost of $21.3 million. For the year ended December 31, 2003, the company
repurchased 26,550 common shares at an average price of $7.17 per share for a total cost of $0.2 million.

In 1997, the company adopted a Dividend Reinvestment and Share Purchase Plan (as amended from time to
time, “Plan™) which allows any recordholder to reinvest distributions without payment of any brokerage
commissions or other fees. Of the total proceeds raised from common shares during the years ended
December 31, 2003, 2002, and 2001, $5.4 million, $6.8 million, and $6.5 million, respectively, were provided
through the reinvestment of distributions.

Note 7 Benefits Plans
Stock Incentive Plan

Based on the outstanding shares, under the 1992 Incentive Plan, as amended, a maximum of 2.0 million '
options could be granted, at the discretion of the Board of Directors, to certain officers and key employees of the
company. Under the Directors Plan, as amended, a maximum of 0.8 million options could be granted to the
directors of the company. In 2003, the company granted 69,550 options to purchase shares under the Directors
Plan.

Both of the plans provide, among other things, that options be granted at exercise prices not lower than the
market value of the shares on the date of grant. Under the Incentive Plan, options become exercisable at the date
of grant. Generally the optionee has up to 10 years from the date of grant to exercise the options. The exercise
prices of these options range from $7.41 to $12.125 per option. Activity in the company’s share option plans
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during the three years ended December 31, 2003 is summarized in the following table (in thousands, except per
share data):

2003 2002 2001
Weighted- Weighted- Weighted-
Average Average Average
Options Exercise Price Options Exercise Price Options Exercise Price
Outstanding, beginning of year ........ 1,749 $10.33 1,725 $10.32 1,916 $10.35
Granted ........ ... ..o, 69 7.61 58 10.8 52 10.62
Exercised ............... ... iu.. — — (18) 10.05 (172) 10.55
Forfeited .......................... — — (16) 11.65 €2y 10.76
Outstanding, end of year . . ............ 1,818 10.23 1,749 $10.33 1,725 $10.32
Exercisable atendof year . ............ 1,818 10.23 1,749 $10.33 1,725 $10.32
Weighted-average fair value of options

granted during theyear ............. $ 0.06 . $ 041 $ 0.19

In 1999, Mr. Knight was granted options (“Award Options™) to purchase 348,771 of the company’s
Common Shares at an exercise price of $10.125. If certain events occur, the exercise price will be $1.00 per
common share for 180 days following the occurrence of those events. If such an event occurs, and Mr. Knight
either elects not to, or otherwise fails to, exercise any exercisable Award Options, then the company must pay to
Mr. Knight the difference between the exercise price and the value of the common shares that would be obtained
upon exercise.

401(K) Savings Plan

Eligible employees of the company participate in a contributory employee savings plan. Under the plan, the
company may match a percentage of contributions made by eligible employees, such percentage to apply to a
maximum of 3% of their annual salary. Contribution expenses under this plan for 2003, 2002 and 2001 were
$116,889, $82,427, and $73,894, respectively.

Note 8 Related-Party Transactions

During 2003, Mr. Glade M. Knight, the company’s Chairman and Chief Executive Officer, served as
Chairman and Chief Executive Officer of three extended-stay hotel REITs, Apple Suites, Inc., Apple Hospitality
Two, Inc., and Apple Hospitality Five, Inc., and also owned companies which provided services to these entities.
Apple Hospitality Two, Inc. acquired Apple Suites, Inc. in a merger transaction during the first quarter of 2003.
During 2003 and 2002, the company provided real estate acquisition and offering-related and other services to
these entities and received payment of approximately $0.2 million and $0.6 million, respectively.

Other Relationships

Leslie A. Grandis, a director of the company, is also a partner in McGuireWoods LLP, which provides
outside legal services to the company During 2003 and 2002, the company paid $1.6 million and $0.9 million,
respectively for services provided by McGuire Woods LLP.
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Note 9 Earnings Per Share

The following table sets forth the computation of basic and diluted earnings per share (in thousands, except
per share data):

2003 2002 2001

Numerator:
Net (loss) income available to common shareholders .............. $(7.601) $ (83) $(17,200)

Numerator for basic and diluted earnings per share— income

available to common stockholders after assumed conversion .. $(7,601) $ (83) $(17,200)

Denominator:;

Denominator for basic earnings per share-weighted-average
) SHArES . . o e 52,643 48,068 43,450
Effect of dilutive securities: ............cco ittt renan..

Stock OPHONS . .. oot — — —

Denominator for diluted earnings per share-adjusted weighted-
average shares and assumed conversions .................. 52,643 48,068 43,450
Basic and diluted earnings per common share .................... $ (0.14) § 0.00 $ (0.40)

Note 10 Commitments

The company has capital leases on certain equipment. The leases generally provide for the lessee to pay
taxes, maintenance, insurance and certain other operating costs of the leased property which are expensed as
incurred. The following is a summary of the future minimum payments subsequent to December 31, 2003 (in
thousands):

Year w
200 L e $ 291
2005 e e e 306
2006 e e 304
2007 e e 197
200 L e 60
Terea T « . oo e e 44

$1,202

The company intends to purchase an apartment community subject to certain conditions which are expected
to be met during the first quarter of 2004 and will be combined with an existing apartment community. The
expected purchase price is $11.0 million.

The company has three development projects, two of which were assumed with the Merry Land merger

mentioned above and are to be completed during 2005. The company’s share of estimated future cash
expenditures to complete these projects will be funded through advances on future construction loans.
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Note 11 Quarterly Financial Data (Unaudited)

The following is a summary of quarterly results of operations for the years ended December 31, 2003 and
2002 (in thousands):

First Second Third Fourth
Quarter  Quarter  Quarter  Quarter
2003 _
REVENUES .ottt $39,998 $42.018 $44,972 $44,664
Income before interest inCome (EXPense) . ... ....cvvenineenn.n. 9,201 9,084 9457 8,448
Income from discontinued opérations S 1,982 27 3 80)
Netincome (loss) ............ e e e e e e 286 (2,230) (2,286) (3,068)
Distributions to preferred shareholders ........ e : 76 75 76 76.
Net income (loss) available to common shareholders .. ............. 210 (2,305) (2,362) (3,144)
Basic and diluted earnings per common share-continuing operations . . (0.04) (0.04) (0.04) (0.06)
Basic and diluted earnings per common share-discontinued
OPETALIONIS . o e\ vttt s e tie e e ettt it 0.04 — — —
Basic and diluted earnings per common share .................... — 0.04) 0.04) (0.06)
Distributions per common share .............. ... ... 0.28 0.20 0.20 0.20
2002
REeVENUES . .ottt e $39,967 $40,743 $39,755 $39,401
Income before interest income (expense) .......... ...l 12,148 12,024 8,265 8,661
Income from discontinued operations .................. ... . ... 209 156 122 252
Netincome (10SS) .. vvvti ettt ittt e ittt ce e 2,284 1,772 (2,184) (1,652)
Distributions to preferred shareholders ............. ... .. ... ... 76 76 76 75
Net income (loss) available to common shareholders .. ............. 2,208 1,696 (2,260) (1,727)
Basic and diluted earnings per common share-continuing operations . . 0.04 0.03 0.05) (0.04)
Basic and diluted earnings per common share-discontinued
OPETAtIONS . .. v ottt ettt e e e e e 0.01 0.01 — —
Basic and diluted earnings per common share .................... 0.05 0.04 (0.05) (0.04)
Distributions percommon share ............. ... .. e, 0.28 0.28 0.28 0.28

Note 12 Industry Segments

The company owns and operates multifamily apartment communities throughout the southern regions of the
United States that generate rental and other property related income through the leasing of apartment homes to a
diverse base of tenants. The company separately evaluates the performance of each of its apartment communities.
However, because each of the apartment communities has similar economic characteristics, facilities, services,
and tenants, the apartment communities have been aggregated into a single apartment communities segment. All
segment disclosure is included in or can be derived from the company’s consolidated financial statements.

53




SIKGLT 9661 ‘1 1HdY 0861 p6TIL8T  SIGTISK'9  T89°LT8'S  €ETHI9 Sl16'9TH'T 000°TLF'Y  000°€09 —
SIKGLT 9661 ‘TUMBIN - G861 6€8°1V8‘T  €06'STH'O  €S1°96T°S  OSL'OEI‘] £06°8TY° I 000°006'c  000°001‘1 000°000'S
SIKGLT 9661 ‘T UMBIN - 8861  OIO'LVE'E  SS6'SS6'Cl  POL'99C'TI  1ST'68SI SS6°0SL°1 0S€819°01  059°985°1 000°005°6
SIACLT 00T ‘L AR 000'0€LT  000'FIT
SIKG LT Q00T 91 JE 0002 09S'PEP'S  OPFISE
SIKCLT 9661 “TEWel  pL6L  TOE'SPL'E  V66'98L'61  SLS191°6]  61+'ST9 $66'056'1 000'710°9 000981 000°S88°F1
SIKGIT S661°1°AON 8861  TLS'VTL'E  9Q0E'86STL  OIFI9TLL  0689EHT 90€'86C°T  000°TLL'E  Q00'STHL 198°768°01
SIKG LT 000C ‘11 RS 000z £98V60°L  06LTOV'T
SIKCLT S661 ‘1 PO 0661 L6E'BOL'E  S09°LSL'ST  8SI'PLE'ST  OSKERE'S $C6'698°1 000°60T°9  000'S60°1 000°010°01
SIKGLT 66611149 p861  6F9VS6'T  OPTHTEOl  TES906'8  vI9LIFL VT YLL L 000°C81°L  000°89€C°t 005°L0T9
SIKGLT P661 ‘O£ 99a  L861  LS6'9L9'C  €TT'68TTI  LIT'E09'6  900°989°C £7T'6£6'1 9I1'669°L  188°059°C —
SIKG LT v661 1 AeN 8861  9€6'1T0°S  8SISLS'L  €88°¥SS°O  6LT0TOT 8C1°67ET SOI0ET'Y  S68°610°1 STTIEE'S
SIKG'LT €661 ‘8 090 SL61  18T'LSL'T  8FS'889°0  9STPIE'D  T6TFLE 8PS EoL e 67L0S6°T ILTPLE —
SIKGLT €661 9T PO 0S61  LOI'SEL'ES ILT'L81°CI$ €T0°6T6°01$ SPT'8STTS  LTI'ESS'SE  SLO'SLE'S § 691°8ST'TS 000°005°01$
Ay paunboy sue)  cda VY ey, adwy puey ~xduy ~adury puey (Q)sduUeIqUINdUY
dagq neq Jjo » 3pig pazende) » “pig

e Apuanbasqng

PaLLIE) JUNOWY SS045) 150D [emuy

(£00T ‘1€ 19qua3( J0 V) NOLLVIOANdHd AALVINNNIDYV ANV ALVLSH TVHd
1 3 10adHODS
"ONI “HINOONI ALTVAY ANOLSYANIOD

Buisnoy Apurey-ninA »
DN “doley) «
Keq umoiadpud (1 |

Suisnoy Apuey-nnN

VA ‘qoeag eluSIiA 4
............. aoel], Joqiy (01
Mﬁ:mzos %:E:dl:—zz %

VA ‘puouyory 4
.............. v—.——mn— \AD—F—A< A@
Buisnoy A[uuey-ninp

ON “2I[IARUSY 4
¢ uonoag ¢ aseyd
dAROUY
SMOPEIIA 9, (8
Sursnoy Apurej-nn
VA ‘uoidwey
sputmoapei], (£
Fursnoy Anuey-nian «

DN ‘WIO[ES-UOISUTA 4

AO1MISOIJ

.............. QQ—WNMM F—O—O AO
Fuisnoy ATruef-nngy

DN ‘WA[eS-UOISUIA
............... oD I (S
Fuisnoy Ajruey-ninpy

DN ‘y3torey .

.............. sapsaL], YL (¢
Fuisnoy Ajuej-ninpy

VA 'Yorog BITIA 4
............. qn[D InoqreH (g
Suisnoy Ajnuej-1nA

DS ‘elquingo)) 4
.............. Dw—u—m OEOHW AN
sdoys 11219y «

Suisnoy A[Tue-nn
VA ‘4oeag elngiA 4
apIseas JomoAeAl (]

uondisagq

54



Juysnoy Arurej-nnp 4

ON ‘weymng

SIKGLT 9661 T 'AON  S861 €T66TE'C 195'000°T1 SPI'OLS'IL OIH0Ey  19S°SZE'T 000'8VZ'0T 000'LTh  PSVT66'6 " " " " -t AR PR (€7
Fuisnoy A[uej-nnp «

VA ‘SngsyoLapaLy «

SIKCLT 9661 10 0861 IGH'BLL'E ¥6T'668TT S6SG88'TI  669600°1 69L'66L°T 89500101 LS6'866  9ES'EESTI "« Tt Tt Jouquealn (€7
Susnoy Apuiej-ninp «

ON ‘weyin( «

SIKSLT 9661 ‘1€ 0V 9661  180°T68E  908°650°0T BEE'LLI'CL SI6'PRRT 0T6'S6E'T SOI'TELIT 8LLTEET 0000006 """ ' =" i it ONE[PoO A TE PISAIE] (TT
. Fuisnoy Aprure)-np «

IN ‘o10quED) 4

S G'LT 9661 ‘LT I4OS  L861  SHO'BLS'Y 6TET09'SH SO9TOV'YI bTLBET'T 6TE'I0S'E QO0068DL 000DITT 9SI'PTSHI ~ " " = i -rtees AR SIItH puey3iy (17
Suisnoy Arure)-nmp «

ON “onopeyy)

L661 ‘6T 80y 0861 0STLIL'S  OSL'LOL'T BULIRIA] Bf[TA/ASBIITA UEI[BI]
SKGLT 966111 0861 TTETIS'L STS69SLT CRYTSE'ET CHR98I'V 8O0'6E6'6 LPI'OSL'L  OIE6VY'T  000°0ST'OT ~ ' " it AR poomIatpeay (07
- Fuisnoy Ajrurey-nmA «

VA ‘puomIydny 4
ual uordwrey (61
Sursnoy Ajrue)-nmp »

ON “anopreyD «

SIKGLT 9661 ‘61 AL 9861 860°SSOT LYT'OLI'6  LPS6069  00V'9TZT LYTTILT OSL'ILT'S OSTESIT — 7o rioiiiiitreeeeeeeen o) saokd (81
Suisnoy Ajuuel-ningy

VA ‘puotwmyany ,

SILCLT 9661 ‘1€ 99A  $961 : 080°L60°C  S6H'SPI‘T 159 renbg AsqroiL,
SIKGLT 9661 °STOUNL 8961 GICTLOY O6T'E9SHT 989SHLIT PO9'LIS'T SIL'OZEY 000°08EY  000VTHT 0Q0000S'6  ~ " " " " it + arenbg Aojjo1, (L1
Fursnoy Apwe)-Iap

IN “dlliaauly

SIKSLT 9661 TEARN 861 S9C'8SG'E  TOI'LOG'E]l LSLTE'TE SEFPEI'L T6I'L9S'T 0000666  O00'OTI'T ISKOLE'S "' - - rirrreeee Y231y MOPEIN (91
Sursnoy Ajrurej-nmp

. ON ‘uSmey «
SIKCLT 9661 ‘1 AR 861 £95°0S0°E  9ST'SISOT SOE108'6  1S6'€TO°1  9STORK'T 009°CHE'L  OOV'IO0T QOS‘TYPL  ~ " " rrrrrrrrermeeees Surpuet oy, (1
Buisnoy Ajurey-nnjA

DN ‘pIoduo))

SIAGLT 9661 ‘TAUN €861 9ELC'BLTT TEE'LITS  TETTEY9  0SO'S9S'T TEELLSS'T O008TEL'F  QOT'8TS'T  0000000'9  “~ " i - e AR Aemsowng (41
Suisnoy Ajuey-niny 4

ON “ONoeY) «

SIEGLT 9661 ‘T AN SRGI  GOE'B8TY 8IT9SE'OL SO0'088°CI CITOLO'E SIOLLE'E 9IOLSH'OL L8CIZI'E  —  iiirerrrrssisseeeeen 1ITH wodesg (g1
Fuisnoy Ajuey-Dinp «

VA "OlIIASINOLRYD)

SIKCLT 9661 11580y 9861 PIFLSL'C 90F'SHO'PL. 8TTOTTI 88I'6IFT SLY'SHY'T 6€6'L0T01 T6616€1 TC8'68€°TI

SIKGLT 9661 1 TIdy  OL6L  SSPSTLT  €£L5°976°61 SE6'TP8Ol  8CY'ERY'T T8S'L69'9  T10'CLI'OL  086'SSH'T  000'000°GT  ~~ " - et ’ osey)y Aydouy, (g1
agr| -daq pannbay Jsuoy ‘daq ooy - By, . adur) puey ~adwy “sdni] puery {7)sadurigumouyy vondudsaq
aeq IR L » Ipig pazendey » “dpig

I qns

PIIE)) JUNMLY S5045) 1500 (eguy

(Panupu0))—(£007 ‘1€ 1Pquddd( Jo sV) NOLLVIOTIdAd GILVINANNDIV ANV ALVLSA TVAd

55




s1IK6L7 8661 ‘TTHdy  IS6I 8LOGEP'T 19¥'SIH'L  bPO'SPR'S  LIS'TLST TIE°L89'T  ObL'€81'y  OIV'LYS'I S5 C68' Y
SIKG LT 8661 ‘ST uef 9861  8TL'ESET SPBOEL'OT 689°L19%6  9SI'6II'T  SP89ELO'L  000°9¢S'8  000°¥9I°l —
SIKGLT L66T1E PO 6861 006'188°T €LT'LIT6  VOY'ESL'L  609°€EF'T  €LTLIET  000°8L¥'9  000°TTHI —
K CLT 661 (1€ PO 9861 €88'8TCT €TSTHEIT OLI'LLI'G  €SEOLYT  £TS'THS'I 000'%¥9°L  0009S1°C —
SIKGLT L66I 1€ PO 9861  POO'ELT'T LOTGEIOT 66L9SS'S  894°T8S'T  LOT'68T'T  000°08T9  000°0LS'T —
SIKGLT L6610 WIS T00T 88F°G0E'E  000°0TE
SIAGLT L6610 1d3S  TLOET  £6V'S8ET  LOVTTT'ST 90S°98GTI  196°SET'E  6L6°966 000°0FLL - 000°098°T 00000011
SIAG LT L66T ‘STAINT 1861  SOVP8T'S 88V'COPTT €OI'IES'BT  S6TTI9°C  88E6TL  000°TSS'1I 000°8v9°E 000°STE €T
SIKGLT  L661 ‘€L ABN 9861  LSTPTO'T SPI‘TZO'IL THS'98Y'6  €09'PEST  SPI'OPS'T  000°6S6°'L  000'9IS‘I —
S1IEC LT L6610 MY (861 99E°6TI'S V6E'E9TTT ELL'69V'8L  ITY'EOL'E  Y6E'EITY  000°0TTYTI  00008L'E —
s1K 61z L661 0€ MV pL6T  SO860F'E  6T8IT6YI  €O8FICII 9T0'L09'C  6TRIVE'E  00T066°'L 008'68S°E 000°00L€T
SIKGLT  L661 ‘STUUBL  G8GI  OVL'6S8't 9ESBIVPI  80T90V'CI 8TETIOT  9ES'8IY'E  000°0Z0°6  000°086't —
SIKCLT L66T ) uel 1661 TOTOST'E PLTLIETI SYS'TECTT 9TV ¥66 VLTTSH'T  0ST'968'6  OSL'8LG —
Pry paamnboy "JSU0D) daqq el xduay pue] <adury ~adwy puey (Z)soueaquenduyy
daq aeq Jo Y % ;g paznende)y 3 -3pig

aeq poriie, h_ﬁ.u:vwmn:m 150 jenmr

Junomy SSOI9

Bursnoy Apue-Dmp «
ON “2IIIAUSY «

"0 - a8pry speuud (9

Fuisnoy Apurey-nIN
ON “anofIeyy

....... Jur0d 2uoIs (¢

Fursnoy Ajruiej-niop
DN U3ty

-+ goelg uoFunuay (v¢

Sursnoy A[ruie)-nNN «
DN ‘udoey «

......... 139y 1§ (€€

Bursnoy Ajrue)-njnp
VD) ‘SSOIJION

..... soorg aumg (g¢
Sursnoy AIIEj-DInA «
ON ‘usiofey

11 aseyd

+ Swissor) uoue[D) (¢
Suisnoy ATIE-DINAL «
Vo ‘Apoomun(] s
sundg Apoomun(y (O
Fuisnoy Ajrurej-nnA «
DN “2NOoIey) «

Qo8] WOISAHRYD) (6T

Suisnoy Arurel-nnjA «
VO) ‘SSOIDION 4
uny A9[ysy (8T
Jursnoy Ajrurel-nniA 4
VO ‘Q[IAIDUAIMET 4
T qup) AR (LT
Sursnoy Aprurel-nnp s
S ‘uossprey) 4
...... IseydIsom (97
Fursnoy Aquiej-niny
DS TN 4

...... ayu] JOSPUL T8 $10QTV YL (ST

uondrnsaq

(panuUNUO))—(£007 ‘I€ 12qUIBNI( JO SV) NOLLVIDTALAA AALVINIANIIV ANV ALVLSH TVAY

56



's1K
SLT
"SIK
LT
*$1K
SLT
378
SLT
51K
$LT
‘SIA
S'Le
‘81K
LT
‘S1K
S'LT

‘SIA
LT

37
¢LT

A
daq

6661 ‘€T AN 9861 LETPTET 68€TEY'L  £0S°E8C'O  988°810°T 99€°86C C80°SEE'9  8E6'866 000°052°S
6661 ‘€T AL $861 O8SVEO'T  8SH'E96Y  0T6'180°Y - 8ES°I8Y ¥91°26Y SI8'68S°E  6LVI88 00E'vze'e
6661 ‘€T AL 6161 €TI6SE' T TOI'TISS  1£1°800°C  190°€08 00v‘ v L6999y $60°208 —
6661 ‘€T AL 6161 IPETI6°T  1T6°¢SO'8  0S8VT6'9  1LO°6TI‘L 661°0£8 1S9760°9  1L06TT°1 -
6661 ‘€T AIMf €861 808'69v°'€ 8LETT6TT VS6TLY'BI  YIV'8COY 190°SHE’T £68°LTS LT YTV'8ED'Y 000°000°61
6661 ‘€T AR BT~ SIT'E6S'T 06L°EEL'8  0LS'ESE'D cmw,mNmJ LS8°811 8P06E9  1SOVI°T -
8661 ‘91 PO 86/L661 PIT08TY 6TV'ST8'6I 9SH'E08'8l  £L6VTO'L 6TV'STL'T  000°VLO'9T  000'9T0°1 000°050°6
8661 ‘T1 8uv 9361 LEV'98TT LSY'LEL'OT 0886786  LLS'LOG LSPLEL'T 000°001°8  000°006 -
8661 ‘TAIMf 861 IE1°8SL°T TYO'EIS'El vTI'CIE’ T 818°00C°CT  TH6'EI0T  000°SIE'6  000°S8ET 000°000°8
8661 ‘vaunf €861 ELTOEST 116TPE'6  ILIL8EL  OVL'SS6] 16Tl 0009519 000v¥6'l -
8661 ‘TE BN 9861 O0L'8EL'E L9T'I98OT TEL'GOT'ST SESISHN L9T9ETY  0SLSEY01  0ST'68S°1 -
paamboy *JsH0)) daq ey, adury pue’| ~adarg <adurp pue} (Z)sduBIqUINdUY
aeq joaeq "V » ‘Spig pozipeydey % -3piy
porLIE) Apuonbasqng 1500 ey

JUNOWY SSOID)

Bursnoy Afrurel-ninp «

X.L ‘selfed «

.............. swsunuedy wueosoy (L¢
Fursnoy A[rwei-njn 4

X1 ‘SS9

............. swounredy poompiim (9¢
Bumisnoy Ajrwej-nnp 5

X1 ‘UOIBuNIY

.................... w—hmmwo.—u —:2 Amﬁu
Sursnoy Apiwej-nap 4

X1, 'uoiBuIy 4

............ saunedy s[itH uadsy (py
Suisnoy Ajiurej-ning] 5

X.L ‘BUIAT]

............... e e e uw0.—U Qﬂw.ﬁm AM?
Suisnoy Ajrwej-ninpy «

X.L ‘seifed «

e e e e e e e proyooIg ANV
Suisuoy Ajrweg-njap 4

DS ‘Yorag AMUAN
.................... MEWG—EJ DQNU A:u
Bursnoy A[Iarel-nnA «

V) ‘MOLOR]

..................... ayer] 3uudg (of
Jursnoy Apwej-npap «

VA ‘puowyory 4
...................... MQ—QNO UF—'Ht A@m
Sursnoy Afruey-Inp

DN ‘UuSre[ey «

............ ..‘......MHQQEM,.—LOSFAwM
Buisnoy Apiure-nnyA

DS ‘uOoISIRY) 4

.................. Quﬁ—mcm :Q:&E&: Ahm”

uondiosag

(panunuoy)—(€007 ‘I€ J2qUa3( Jo SV) NOLLVIDTIdId ALV INNADIY ANV ALVLSA TV

57




Sursnoy Ajiurep-uingy 4

X1 unsny 4

SIKGLT 6661 ‘€T AT 8861 0SETTS 1 ILLP8Y'S  TOEESI'® 69V TES LYS'SPI‘l  T6ELO0L  TERTES L6TOSLT T ueIpLIR AU (09
“Suisnoy Aure)-BInAL «

XL ‘2I[IASIMOT 4

SIKGLT 6661 €TAIN  $861 SUEBES'T TIOSO6'ET SICTOSTI PEOTEI'T  LOLVIOT  OSY'LYS'Ol S6LTEIT — e 1104 $9984 (66
Juisnoy Apurej-ninp 4

XL ‘serred «

SIKGLT 6661 ‘€T AL 8L61 VISVl SLS'STH'S  L61TTS'9  8LE'E68'1  £89°068 LTLTLY'S  §9T'T68'T €8T 1SS aNYsu0A (8§

Sursnoy Aprure]-ninA 4

: XL ‘UOIBUILY

SIKG LT 6661 ‘€T AI0f  S861 CTISITOT T0I°LI9'L  S8P'EPI'L  919°¢Lt SYE'SrE'T TIV'L6L'S  vhEPLY L81°0T6's ot poomuono) (L§
Juisnoy Kjuuey-nin 4

XL ‘PIOJPIY «

SIAG LT 6661 ‘€T AT €861 CPI'PL8T TI0'690'6  OLV'PIIS  THSHS6 1L0'v18 LOL'S6T'L  YPL'8T6 069'sE's a3e[lIA Yed (95
Sursnoy Apurel-ninA «

XL ‘SE[[Rd 4

IKGLT 6661 ‘€TAIN 0861 SPTTES'T PEP'SE]'S  6P6189°C  S8HOSIC  SLTVITT  SOV'S8EY  8PLBEC'E YTPRIQL e 921, Jowrung (¢

Fuisnoy Ajuey-ninA «
XL ‘oureld puen s

SIKGLT 6661 ‘€T AT 7861 6£6°60L°C  SOI'TIT'81 BIGOPS'PI LEI'ITE'E  TITTSH'T . L66°9SETT  968°TSC'E 016'SLT'ST Tt [ {001qIA[IS (pS
3uisnoy ATruref-nin

X.L ‘Selfed %

I8¢ LT 6661 ‘€T AT Y861 681'8L9'T 006°SSEFI  908°LOSTT v60'8HST  S6T'SEI'l  £80°LS9°0L  TTS'E9ST 000'00S'6 T uapBequu], (£§

Fuisnoy Apuey-npA «

X.L ‘aqrauedun(

SIKGLT 6661 ‘€TAINL 1861 OVL'T88'1 TCELIOL'6  SLEOL0'6  LV6'0LY $SE'819 9TECOr's  TH9°619 8TC9LT'® e yaed utel (2§
Suisnoy Ajnue-ninAl 5

X1 ‘YHOM MO 4

SIKG LT 6661 ‘€TAINL  1861/0861 6TTVLT I8LGLICL PLEIOV I LOVSLL'L  86L°TOV1 12F'P66'6  T9STSL1 — e Buissos) saddoD) (16
Sursnoy A[uej-nnp 4

XL BUIALf

SIKG LT 6661 ‘€TAINT 861 OUSPIY  8PTPOS'9T  OPI'S6TTT 801'60TF  6T0°CSS'S  SPITIHOl  1L0°60S'H 000°0SsTHL T SIH uoiButwy (oS
Fuisnoy Apure)-nINA «

XL ‘sefpeq «

SIKGLT 6661 ‘CTAINL 2861 IPIPITT  SPLOILTL  THEL6Y'OL SOV'6ITT  998°C00°T  T9S'CSH'6  LIE6SCT PIF'916°01 240D $90E( (6F
: Fursnoy Aqurey-ninp 4

XL ‘PIoIpag «

SIS LT 6661 ‘€T AL 9861 SLETOL'T 09S'9LTO1  OVZTVTT'6  OZETIOT 909799 1IS1°11L°8 £08°798 000°0$T°9 *r 7 93pny 152104 U0 $10G1V YL (81
Bl paxmboy suo)) -daq (L LA ~adu puer] ~adwy ~adwy puer] (P)sadueIquInduy uondunsaq
doq Nneq Joane(q Ny » ‘8pid pauende) 29 “Spig
poLae) Apuanbasqng 1500 ey

unowy ssoao)

(panunuo))—(£007 ‘1€ 12quIR( JO SV) NOLLVIDHIdAd AALVIANNDDV ANV ALVLSHT TVAH

58



SIKG LT

sk ¢rT

SIK GLT

'SIK LT

sk ¢Le

SIKGLT

s1L 61T

SIKCLT

S1IK 61T

SIKGLT

s1K G LT

SIKGLT

sIKGT

100T ‘T 1°0

1002 ‘L vdos

100T ‘1z sunf

000T ‘8 Ae

6661 ‘€T AInf

6661 ‘€T AIng

6661 ‘€T AInt

6661 ‘€T AInf

6661 ‘€T AIng

6661 ‘€T AIng

6661 ‘€T Alnf

6661 ‘€T AInf

6661 ‘€T AInf

1002

$661/6861

V861

000T

\8661

9661

$861

1861

8861

8L61

$861

£861

v861

9861

655°609°1

SEL'680°E

8SL0L6L

0z1°0Z8'¢

290°60C°C

952°9T¢T

£80'188°1

£69°696'1

£69°€LTT

P10°S¥TT

YI1°L00°T

8SEIPT

L86'T8ST

88S°6¥1°0C

20LT09'8¢

LSB'E9Y'TT

I AYAN:T4

6£L°086°C1

SL0°981°C1

$¥20'vT9°8

£TR°LTVTI

8TLSOV' 11

1L8°SSO°T1

£20°809°1 1

LYO'EIS9

PE6000°CT

0L0°01T'8!
618" I8°CE
S12626'61
809°T6L'9T
TEESPLTL
10¥TTE 11
PLO'C108
878°9950°01
CIECOr'6
099'266°6
L6L'8LY'6
/

TT6'SEE’S

65€°L80°C1

8I1S°6£6°T

£88°09L°S

Tr1'veEsT

SE9TLE'T

80¥'GET1

$L9°€98

0S6°019

$66'09¢°C

916°100°T

112°€90°1

9TT'676'1

STI'LLY']

SLSE16

192°L

T0LTS6'E

LS8'88T’1

EVTSTET

LET'89Y

911°LETT

85E€°666'1

TETP8S

88€°CHS 1

$£9°060°1

117128

L6LYOL

£18°06L

$68°990°81

000°901°6Z

000°vE9°81

000°09¥°ST

6198LT 11

8IV'8LI'6

£86'C10°9

6TLT8Y6

PP0°RE8°L

656'106°8

TET'LY]'S

SOS°C09'y

BT

£EV°L00°T

000'¥¥S°'S

000°1¥5°T

000'0¥E"

£88°€€T’1

1PS°0LL

£€89°119

796°09¢°T

96L100°C

LLT'E90°1

059°6£6°1

SYLT0T']

6£6796

Fuisnoy Ajuef-Dinp «

DN ‘0JOqSuaaIn) 4

LSSTSLYY Mied uwnny (g7
Fuisnoy Anuey-ninA 4

VO ‘MBSOUUDY 4

POSOCTRYT soelq seidod (TL
Fuisnoy Ajrure)-njnAp

VA ‘PuOwIyIIry 4

LOI'LES' ST e uoiken asey) (11
Suisnoy Ajwe)-ninn «

ON ‘anoprey)

— e Suissor) auoishain (oL
Suisnoy Ajrwej-nnA

X1 unsny .

608'6SYTE T SIItH uokue) (69
Fuisnoy Kpuej-njnA «

XL ‘ouiaadern

WNM»N\WM»C ................. H :Om%ﬁ.—o ch
Suisnoy Ajrue-njnpA 4

X1, ‘OO UES

000°0SLYy T odpry evig (L9
Susnoy Aruej-njnjAf «

X1 ‘Sered «

or'secor a3pry Tead uo sunod ayJ, (99
Fuisnoy Ajue)-n[njA «

X1, ‘UOSPIZYIRY 4

0000ST9 T tod s1amng (69
Fuisnoy Awey-ningA

X1 ‘uduipy 4

8TCTEE'® syeQ Aouing (19
Juisnoy Ajrel-nin

X1, Buiaa]

LToeT'e o SYrQ epeaisy (€9
Suisnoy Ajruey-ningA «

, X.L ‘duIeid pue

£S609L°T 11 5{001G32A11S (29
Fuisnoy ATue-nyngy

X1, ‘outaaderr)

LLO'SLO'9 T 1 uosKeiny (9

Ay
-daq

paamboy
aeq

*JSU0))
Jo areq

-daq
0V

[LZOA N

~xdury
¥ Spig

pue

paLLIE)
Junoury ssois)

~adwy
pazyende))
Apuanbasgng

adwry
» “3p1g

pue]

3850 [enu]

(Z)sduBIqUINDUY uondrsaq

(panunuo))—(£00T ‘T¢ 1PqUINAQ JO SV) NOLLVIDHIdAd AALVINANDIYV ANV ALVLST TVAH

59




S GLT €00T'STARIN  T00T  6£0°0ZS  €16°898°CC SELTITIT 8LI'9SLT  $66°79 IP1°0S0° 12 8LY'9SL‘T 000'000°sT Tt
SIKGLT €00T ‘8T ARIN €861  TTS'88T  LIT'EETTI  SOV'TSHII  798°08L YEV'6SE 146°C60° 11 298°08L viv'oLee e
$IKCLT €007 'STABIN 9861  969'881  TS9'SPE'S  SIT9EY'L  PEV'GOL 0£9'0L 819°S9SL  PEV'60L vi9'LeL's
SIKGLT €00T 'STABIN  L661  S9E'109  086°894'ST  60L'THTYT 1LT'9TT1  VL8'STI SESQIIVT  1LT'9TT'] €6s'€I8’ce
SIKCLT €007 '8TARIN  $861  TPE'09T  9KOPOI'IT  116°6T€01 SELVLL £76°651 896°691°01  SEL'VLL vo9'oTL'L
SIKGLT TOOT'ET™RA  L661  89V'T0I‘l  S98'6LS'6T TTLOSI'OT EHI'6TH'E  S98°6LS 000°02S°ST  000°08Y'C 000'000°SsT T
SIKGLT T00T T Ra 200 €SLTV9  OTTETE'9l  TPE'LES'ST 8LY'SBL 0TT'cTT 000'$62°ST 000508 —
SIKGLT 100T 01 A 6861  LPHOTL] €99°0P8°€T I11€°80I°IT TSECTEL'T  €99°0VE'l  000'008'61 000°00LT 991°695'91 Tttt
7002 ‘0T YIB 200T L99°€68'6  98Y'LOY
'SIKCLT 100 ‘T WO 8661  €£6'06C°T 996'LTO'BT L8S'EL6'OT 6LEPSO1  LLYBSY 11'68€°91  STL'TRY 090'¢sT8l e
7002 ‘0¢ AIng 7002 LSL'RRE'EL  8Y6'8TL]
'SIACLT 100 ‘1 PO 0007  €£0°09S°CT 0SO‘vBH'BE  TOG'0TY'PE 8PI'CY0Y  +9I°8L9 I8Y'859°61  00L‘6THT §50'898°L
AN
SIKGLT 10071 PO 000T P6E'EEY'T 8EB'68Y'6] 88H6IT8I 0SEOLT'T  689°Cly 08STE6'LTL 698 PPI°l LY 4 S
SIKGLT 1002 T 10 1002 TYEIT8'T  LS9'6L6'1T GTE'CIL'OT 8TL'99T'T  SEI'16 HITSLSOT  HIECIET oo0'0sTL
Py paamboy eLiilig) daq e L ~xdury pue| ~xdwg ~adw pue] (Z)sdueaqunmduy
“daq aeq Jo 0V » 3pid pazyende) 3 -3pig
aeq Pty Apuanbasqng 1500 eniu

JUNOUIY SSOIT)

(panuguo))—(£007 ‘1€ JAqULdA( JO SV) NOLLVIDHTAIAd AALVINANNDIIV ANV ALVLSE TVAH

Sursnoy Anuej-nnA
VO YRUURARS 4
USIEWIYM T8 NI (S8
Suisnoy Apnuel-nmpy 4«
VO 'YRUUBARS

......... /0D UsIe (48

Bursnoy Ajurey-njapy 5
VO YBUUBARS 4

.......... ﬂ—OumF— :::: Amw

Smisnoy Ajuue-nmp 4«
vo'yeuueaeg .

.......... mv—UOEENI ANN

Buisnoy A[rwej-uinpy 4
VO YBUUBAES 4

........... danusaIny (18

Suisnoy Aprwey-nnpy 5
XL Butarg

..... SIYSIoH JoSpuIm (08

Suisnoy Ajrwel-nnA 4
DN ‘onopey) 4

..... U0A1] YInog 18 aAe[du YL (6L

Sursnoy Arwel-nmp «
VA ‘puomydry 4
pIogIoeMm (8L
Zursnoy Ajruej-njnpy
ON ‘UOISUIE[IM 4

II 9Seyd SMaIpuy IS

......... m\sv.nﬁ—.—< .um AN\F

Sursnoy Ajnue-Unp «
ON Y3y «

11 3seyq suowruo)) AJuii],
suowrwo)) ANuLLy (97
Sutsnoy Afrue)-Bnn
ON “ONOPRYD. 4

........ s saquut] (S/

Fuisnoy Ajnuwey-nInw 4
DN ‘aneprey)

......... Fred %Omwﬁ A_VF

uondisagq

60



“SONIUNUIWLOD Justruede [enpIAIpUL ) SuOWre POEdO][E JOU ST YOIyM SR TUNWIIOD juownede /| £q poInoas 1qop Jo uol[jiw ['£8$ sopuout (2101 34y, ()

*€00T ‘1€ 1oquaoa(] 18 uolfiq ¢ 1¢$ A[ewrxoidde sem sosodind xe) swioou] [eIapa 10) 1500 Aedasdde ayy, (1)

T0E6'PESYTTS(DYLEOTY'LOE TS 6LEBLLTYI'IS  S661¥9'SOIS VLTOIS'LSTS 00LV8E'Y86$ 00V STS SIS STL'ESLTO8S

(penunuo))—(£00T ‘1€ 12qudA( Jo sV) NOLLVIOTAdAd ALVINWNIIV ANV ALVLST TVId

vLY6YY'S - vLY'6VY'S — - YLI'6YYS -

'SIKCLT €00T ‘BT AN §861  60£'90€ 108'680°V §TeTISTH 9LT'LLE'] yolL'zL [ZHOVP Tl 9LT'LLS 66L'16v°01
SIKG'LT €00T ‘8T ABIN $861  LLE'OET 995" vEY 01 786°19¢°6 ¥8S°TLOL S 7 LI8°L9T°6 P8S°TLO LOO'1LT'8
SIKSTLT €00T ‘8T AR L861  01T°99€ £07°888°S1 S11°206'p1 $80°986 SEV6 99L'L08¥1  $80°986 9EE'6YY Ll
SIKG'LT €00T ‘8TARIN T00T TEI'€SS 1LZ°899VT yT1°675°TT LY1°6E1'T STl'6s 666°69YTC  LV1°6£1°T 169°6LS*81

EYig| paamboy  <jsu0) -daq e, adury pue] *xdury ~adurg puey  (Y)sIdueIquENOIUY

“daq aeq Jo Y » 3pid pouende) 3 3pig

aed PILLIE)) JUNOWY SSOI%) Apuonbasqng 150)) fenuy

......... wowdopaaag

3pup) eIsy ey
Sursnoy Ajpwej-nin «
DS Y93I 350010) 4

....... el JOSpUIM (68

Sursnoy Ajues-DINA «
as ,u=_>quE:M*

........ a3pd siolepm (88

Sursnoy Afiwiej-Bn «
DS ‘HOISAPLY)

......... Yooprouend) (/8

Suisnoy Ajfue)-ninp
DS ‘voIsapIRy) 4

pue(s| sawef 12 NI (98

uondusaq

61




Exhibit 31.1

CERTIFICATION
I, Glade M. Knight, certify that:
1. Ihave reviewed this Annual Report on Form 10-K of Cornerstone Realty Income Trust, Inc.;

2.  Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and
have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

c) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 12, 2004 /8! GLADE M. KNIGHT

Glade M. Knight
Chief Executive Officer
Cornerstone Realty Income Trust, Inc.
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Exhibit 31.2

CERTIFICATION

I, Stanley J. Olander, Jr., certify that:

1.

I have reviewed this Annual Report on Form 10-K of Cornerstone Realty Income Trust, Inc.;

Based on my knowledge, this 1 report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the
registrant as of, and for, the periods presented in this report;

The registrant’s other certifying officers and 1 are responsible for establishing and maintaining disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and
have: '

a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

¢) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal controls over financial reporting.

Date: March 12, 2004 /s!/ STANLEY J. OLANDER, JR.

Stanley J. Olander, Jr. :
President and Chief Financial Officer
Cornerstone Realty Income Trust, Inc.
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Directors and Officers

Board of Directors

pietured ar right, listed left to right

Glade M. Knight™
Chairman of the Board
and Chief Executive
Officer

Leslie A. Grandis
Partner,
McGuireWoods LLP

W. Tennent Houston
Managing Member,
Merry Land
Properties, LLC

S.J. Olander, Jr.
President

Glenn W, Bunting, Jr/2@E
President,
KB Properties Inc.

Penelope W. Kyle®
Director,

Virginia State Lottery
Kent W. Colton®®
Senior Scholar,
Harvard Joint Center
for Housing Studies
and President,

K Colton LLC

Harry S. Taubenfeld @
Real Estate Investor
and Partner,
Zuckerbrod &
Taubenfeld, Esgs.

Martin Zuckerbrod”
Real Estate Investor
and Partner,

Robert A. (Ted) Gary, IV®
Principal, Keiter,
Stephens, Hurst,

Gary & Shreaves P.C.

Zuckerbrod &

Executive

Officers

Glade M. Knight
Chairman of the Board
and Chief Executive
Officer

S.J. Olander, Jr.
President

Debra A. Jones
Executive Vice
President and Co-Chief
Operating Officer

David L. Carneal
Executive Vice
President and Co-Chief
Operating Officer

Gus G. Remppies
Executive Vice
President and Chief
Investment Officer

Senior

Officers

Carol DeSoi

Senior Vice President
of Accounting and
Asset Management

Laurie M. Dunham
Senior Vice President
and Corporate
Controller

Richard L. Ebeling, Jr.
Senior Vice President
of Information
Systems

J. Philip Hart

Senior Vice President,
General Counsel and
Secretary

Patrick B. Morin
Senior Vice President

Taubenfeld, Esgs.

(1) Member, Executive Committee (2) Member, Audit Committee

(3) Member, Compensation Committee

(4) Member, Nominating and

Governance Committee (5) Presiding Director, Executive Sessions

Corporate Headquarters
306 East Main Street
Richmond, Virginia 23219
Phone (804) 643-1761
Fax (804) 782-9302
Email: ir@tcrmail.com

Corporate Website
www.cornerstonereit.com

Common and Preferred
Stock Listings

New York Stock Exchange
Symbols “TCR” and “TCRPR”

Transfer Agent

Wachovia Equity Services Group
1525 West W.T. Harris
Boulevard, Building 3C3
Charlotte, North Carolina
28288-1153

(800) 829-8432
www.wachovia.com/equityservices

Independent Auditors
Ernst & Young LLP

One James Center

901 East Cary Street
Richmond, Virginia 23219
(804) 344-6000

Counsel

McGuireWoods LLP

One James Center

901 East Cary Street
Richmond, Virginia 23219
(804) 775-1000

Member

National Association of Real
Estate Investment Trusts (NAREIT)
National Multi Housing

Council (NMHC)

The Institute of Real Estate
Management (IREM)

Mark M. Murphy
Senior Vice President
of Corporate Services

Dividend Reinvestment and
Share Purchase Plan

Our plan provides all investors
with a convenient and inexpen-
sive way to invest in Cornerstone
by purchasing common shares
without any brokerage fees,
commissions or service charges.
You can purchase shares monthly
by check or money order, or by
scheduling automatic payments
from a checking account. You can
also purchase additional common
shares by reinvesting dividends
of the shares you already own.
For more information, contact
Cornerstone’s Corporate Services
Department or visit our Website.

Shareholder Data

There were 1,817 common
shareholders of record on
December 31, 2003.

Corporate Services

For additional information about

Cornerstone, piease contact our

Corporate Services Department at
(804)643-1761 or (800) 582-8805,
or by email at ir@tcrmail.com.
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